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ABSTRACT

The objective of this study is to provide empirical evidence on how eWipestructure and
owner’s identity affect performance, in the specific cagh@banking industry by using a panel of
Indonesia banks over the period 2000-2009. The work is divided into two mainlpdhs first
one, we analysed the impact of the presence of multiple blockhold&an&ownership structure
and performance. Building on multiple agency and principal-principadrtes, we investigated
whether the presence and shares dispersion across blockholdersfesiimtitientities (i.e. central
and regional government; families; foreign banks and financialtutistis) affected bank
performance, in terms of profitability and efficiency. We found tha number of blockholders has
a negative effect on banks’ performance, while blockholders’ cotemt has a positive effect.
Moreover, we observed that the dispersion of ownership across different types of ldeckhak a
negative effect on banks’ performance. We interpret such ressltevalence that, when
heterogeneous blockholders are present, the disadvantage fronttsoafliinterests between
blockholders seems to outweigh the advantage of the increase itoradmonitoring by
additional blockholder.

In the second study, we conducted a joint analysis of the ssategtion, and dynamic
effects of different types of ownership on banks’ performance. We fthetdregional banks,
foreign banks and branch banks have a higher profitability and efficencgmpared to domestic
private banks. In the short-run, foreign acquisitions and domestic M&®Aace the level of
overhead costs, while in the long-run they increase the Net IniMezgin. Further, we analysed
interest margin determinants, to asses the impact of oiwpera bank business orientation. Our
findings lend support to our prediction that the impact of interestgim determinants differs
accordingly to the type of bank ownership. We also observed that banks that experianges ai
ownership, such as foreign-acquired banks, manifest different shter@gin determinants with

respect to domestic or foreign banks that did not experience ownership reagatsgem
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CHAPTER 1

Introduction

1.1 Objectives of the dissertation

The connection between ownership and firm’s performance has been widedyl sindie Berle and
Means’ work in 1932. They identified the separation between ownerstapcantral characteristic
of the modern corporations’ control and emphasized in the potential ofeince between owners’
and managers’ objectives. The work by Jensen and Meckling in 1976 foech#this separation
issue and introduced principal-agent theory. They defined an agelatipnship as a contract in
which one or more persons (the principal) involved another person (agent) to penoemnservices
and functions on behalf and delegating of duties and authority to the Rgerbver, they argued
that ownership can play significant role in determining the ageostylevel. Previous literature has
analysed, for instance, the impact of ownership structure on perfice (e.g. La Porta, Lopez-de-

Silanes & Shleifer 1999; Lemmon & Lins, 2003), the influence of performances on ownership

structure (e.g. Demsetz & Lehn, 1985; Demsetz & Villalonga, 2001), lendnipact of major



shareholders’ identities on performance (e.g. Pedersen & Thomsen, affsen & Thomsen,
2003; Villalonga & Amit, 2006; Cucculelli, 2009).

However, there are at least two reasons why studies on ownershgtillaimportant and
worthwhile to conduct. Firstly, a rapid and diversified change has tfemacterizing ownership
structures of firms around the world (Leaven & Levin, 2008). Theaegds have leaded to the
creation of so-called “multiple blockholders” (MB) or “multiple large retmlders” arrangement, in
which firm is jointly controlled by several blockholders. A sigraht number of such ownership
arrangement can be found in Asian countries (Faccio, Lang, & Y&0@i), European countries
(Leaven & Levin, 2008) and even in the U.S, where firms are traditjopelieved to be in large
part diffusely-owned (Dlugosz, Fahlenbrach, Gompers, & Metrick, 2006; Hwde, 2009).
Although some previous works have tried to deal with the issue of MB, ohdsem have only
focused on the distribution of shares (Attig, Ghoul & Guedhami, 2009; iKdfipussl, & Lucas,
2011; Leaven & Levin, 2008; Maury & Pajuste, 2005). Studies on the concommitsmgnce of
different types of ownership in one single firm and on the ways inhwthigse peculiar structures of
ownership impact on performance are still very limited (Brutolatéichev, Chahine, & Wright,
2010).

Secondly, even though most of previous research has revealed thasaodemty affects
performance (Pedersen & Thomsen, 2000; Pedersen & Thomsen, 2003; \dll&dxgit, 2006;
Cucculelli, 2009), little is still known about what actually happendinms that experience
ownership changes. Performance changes due to ownership changgsalg & matter of agency
problems, as often claimed. It is important to consider that fathats determine changes in
performance might be due to ownership rearrangements that elynrainslate into modifications
of a bank’s strategy. The mechanisms by which differentstyyfjeowners may follow different
kinds of goals besides profitability and thus pursue differentegiiess or portfolios are still largely

left unexplored. Previous studies on the topic of ownership revealedstraty different types of



ownership have different objectives. As a consequence, they aretbkanfluence the strategic
behaviour of their invested firms in different ways (Colpan, Yoshik#lilano, & Del Brio, 2011;
David, Yoshikawa, & Delios, 2010; Douma, George, & Kabir, 2006).

This dissertation aims to address such gaps by considering teengeeof several
blockholders, the identities of blockholders and the difference of bgsomestation among types
of owners when analysing the relationship between ownership s&wtdrperformance. The core
of the dissertation is constituted by two empirical papers agldgethe above mentioned issues in
the context of the Indonesian banking industry. Our first empiricadlystinvestigates the
relationship between the presence of MB and firm performance by takingmgmleration the role
of ownership identity. In order to complement previous research (étttad., 2009; Konijn et al.,
2011; Leaven & Levin, 2008; Maury & Pajuste, 2005), we examined the iroptwt presence of
MB and ownership dispersion of different types of blockholders on perfmenasing a sample of
120 Indonesian banks over the period 2000-2009. In line with the predictions gdlenagiency
and principal-principal theories, we argue that the presence aplauitockholders, with diverse
and possibly conflicting interests, might lead to negative consequencasnsnafgperformance. We
are using a pooled ordinary least squares (OLS) model with dieamies and our model is
calculated using the fully robust variance-matrix estimattichvallows for within-cluster (firm)
correlation and heteroskedasticity. In the robustness check sectlom dper, we also present the
estimates computed with other regression models, in order to dleape&cific econometric issues,
such as the endogeneity and the unobserved firm effects.

Our second empirical study focuses on the impacts of differg@astpf ownership on
performances. We analyse the differences of performance, adiidagent types of ownership:
central government-controlled banks, regional government-controlled ldorkestic banks, joint
venture-foreign banks and branch banks, by including variables thatldonstatic, selection, and

dynamic effects (Berger, Clarke, Cull, & Udell, 2005). We alsdyarahe impacts of ownership or



governance changes, such as: privatization (through public listing angnf@cquisitions), foreign
acquisition of domestic private banks and domestic merger and acqssiiM&As) on banks’
performance. Further, in order to better understand the relationghipdmetype of ownership and
performance, we take into consideration differences in bank’s basimentation, described by
banks’ characteristics such as risk aversion level, market appffoacis on retail consumers vs.
wholesale consumers), and diversification among different typesrérship (Cerruti et al., 2007;
Carbo-Valverde & Rodriguez-Fernandez, 2007; Williams, 2007). We anéhgsways in which
different types of ownership might have different business orientaind how this orientation in
turn, affects performance. Using the same research contéxowifiirst study, Indonesian banking
industry, our data is constituted by a sample of 133 Indonesian baakshe period 2000-2009.
We use the net interest margin, defined as the ratio @pifead between a bank’s interest earnings
and expenses to total earning assets, in order to measure thefpiie intermediation services
provided by banks (Williams, 2007). While, NIM determinants (in thusl)sive focus on a bank’s
characteristics) refer to the factors that influence banks in settingvidleof the NIM. We are using
these NIM determinants as references for bank’s businessabioantin analysing the impact of
ownership and governance changes, we are using a pooled ordirsdrgdeares (OLS) model
which calculated using the fully robust variance-matrix estmathich allows for within-cluster
(firm) correlation and heteroskedasticity. In second analysis lbh déterminants, we are using
panel data analysis (fixed- and random-effect model). We usesa@ise control variables and year
dummies as the robustness check.

The Indonesian banking industry constitutes our research context in bdiesssince it
suitable with our research objectives. First of all, in the banl@otps it is particularly interesting
to study those hybrid ownership structures that rose in théwastlecades due to the dramatic
changes in ownership arrangements occurred as a consequence @inthdorces of

privatization/nationalization, restructuring and M&A waves, libeetlon, as well as of other



environmental changes (Berger, et al., 2005). As a result, the bankingrieslusorldwide (and
particularly in emerging countries) have seen the emergenca diverse set of ownership
arrangements, in which multiple types of owners co-exist (Tdwn&nmies, 2010). We can found
such peculiar ownership configurations in Indonesia. Indeed, during thetwesty years,
Indonesian banks have undergone remarkable changes of governance andtititess avere
marked by a number of events regarding bank governance adjustmemtasspablic listing,
foreign acquisitions and M&As. Thus, the current ownership structutbeofndonesia banking
industry allows us to investigate various forms of banking ownerstagjng from government-
controlled banks, domestic private banks mostly controlled by famjbasventure banks and
branch banks. In general, the Indonesia banking industry provides a uniquetdatliditted with
our research goals.

Our first study contributes to the existing literature attleathree ways. First, we extended
studies on multiple blockholders (e.g. Attig et al., 2009; Konijn eR8ll1; Leaven & Levin, 2008;
Maury & Pajuste, 2005) by looking at the heterogeneity of blocldisl We are not only
considering the way in which shares are distributed among blockhdddé=so the ways in which
they are distributed among different types of blockholders. We angti¢ghee ways in which shares
are distributed across large owners with different identitiagspa significant role in determining
the impact of governance arrangements on performance. We ¢ha@in focusing on the
concentration/dispersion of shares, without considering the identitibbbctholders, provides a
partial perspective to the study of principal-agent or principakjpal problems. Second, we
suggest that - given the increase of complexity and dynamismnership structures around the
world, and in particular in emerging countries - traditional ageheory may not be sufficient to
fully understand how internal governance systems affect firtretegjies and results. The recourse
to multiple agency and principal-principal perspectives (Arth&rgdohnson, 2008; Connelly,

Hoskisson, Tihanyi, & Certo, 2010; Hoskisson, Hitt, Johnson, & Grossman, 2002; , Yleeing,



Bruton, & Jiang, 2008) can provide a deeper insight to explain what happemaltiple
blockholders firms. Moreover, these two perspectives not only assuimewhars and managers
may have divergent goals, but they assume that also differpas tgf owners might have
conflicting objectives. Third, referring to ownership studies in bankiog;study underscores the
importance of considering the distribution of ownership or ownership congrosi#imong
blockholders. While the topic of ownership has been widely investigateaghiking studies (Berger
et al., 2005; Bonin, Hasan, & Wachtel, 2005; Caprio, Laeven, & Levine, 2007; Sh&e#&laan,
& Scholtens, 2010), most of the works so far have only focused on doromawagor shareholders,
without taking into account the issue of ownership composition and el§pédugajoint presence of
blockholders with multiple identities. The current ownership structareyhich many banks -
especially in emerging countries - are owned by several blab&isylalone signals the importance
of taking into consideration ownership distribution among blockholders whemirgrg the
relationship between ownership and performance.

Our second study gives different contributions to the existingarelse especially to the
literature of banking studies. First, the knowledge of changkank’s business orientation shades
some more light on what happens to banks that undertake ownership oragoeechanges. Many
previous studies tend to view governance changes only as a traosfesrfe type of ownership to
another, attributing differences in performance, prior- and post-owpecttginge, only to the
managerial abilities associated with each type of ownefghgpWilliams & Nguyen, 2005). Our
analysis provides strong support for the notion that changes in ownengiht shift a bank’s
business orientation and this, in turn, have an impact on a bank’s pamf@emOn this basis,
information about the ways in which banks conduct their business aftemgoee or ownership
changes is crucial to gain a better understanding of the ismagEcownership changes on
performance. Second, it extends studies on NIM determinants (Renkgnt & Huizinga, 2000;

Carbo-Valverde & Rodriguez-Fernandez, 2007; Williams, 2007) by anglysiow NIM



determinants differ depending on banks’ ownership-types and in thenpee®f governance
changes. The concept that determinants of banks’ interest marggig differ by banks’
ownership-type has not been properly explored in the literature s&/éasuggest that the sources
of interest-income and expenditures differ by banks’ ownership. Thiesedit banks’ owners have
different incentives, and consequently different strategies, whgngsenargins. Third, our study
provides a broader picture on the impacts of different typdsaks ownership on performance.
Only a few studies (Berger et. al., 2005, Bonin et al, 2005, WillianMg&yen, 2005) document
the more nuanced, holistic view of state, foreign, and domestic siwpef banks. However, those
studies did not fully consider some types of ownership which arenconin emerging countries,
such as regional banks and branch banks.

The introduction presented a preview of the findings of our two studiésotiered an
overall explanation on the novelty and contribution of our work. More détakplanations on the
summary of our results, positioning of the present research witaineference literature, factors
that motivate its novelty and intended contributions of our work will bgiged at the introduction

part of each study.

1.2 Structure of the dissertation

The remainder of this dissertation is organized as follows. Chaptensists in a literature review
of ownership studies in the banking sector. In this chapter we wdflyonieview some of the
research findings on the relationship between ownership and perfornthatase connected with
our study. In particular, we will focus on the studies about theablewvnership’s structure and
identity on bank’s performances. In the last part of this sectiodiseeiss about some gaps that are
still left explored in the study of bank’s ownership. Chapter 3rideesc the Indonesian banking
industry as a research context. We will illustrate the devedopenin the Indonesian banking

industry before and after the Asian crisis in 1997-1998. We will desdhe regulation and



institutional developments which took place in that period. We will pay special att¢otihe issue
of banks’ ownership in Indonesia, since this issue is directly related with outivdgeaf the study.
Moreover, we also have observed significant evolutions on this sigeciaky related with
changing in the types or identities of banks’ major owners.

We explain each of our empirical studies in Chapter 4 and 5. Ch&plescribes our first
empirical study about hybrid ownership and performance. Chapter Bbésssecond empirical
study about ownership, business orientation and performance. Each chaptstiisted by several
sections, respectively: the introductory part which explains the oigectives of the study, the
summary of the findings and the contribution of the study; the literature reagwhich discusses
previous works are related with our topic, a description of the positiafiogr study with respect
to the existing literature and an explanation on the ways in whighhawve developed our
hypothesis; the data and methodology section with an illustration ofatiaeand variables that we
used and the methodology followed to analyse the data; a resultssekich discusses the results
of our analysis, including a comparison between of our results wittoriee underscored by
previous literatures; a conclusive section which outlines the suynofiaesearch objectives and
summarizes the findings revealed.

Finally, Chapter 6 draws the conclusions of both of our empirical stuginethe basis of the
results and findings presented in the two previous sections (cHagpter chapter 5). In this chapter
also discuss the limitations of our studies and provide some ioleAgure research. The last part
of the chapter draws some policy implication that can be extracted framsthies of the study. The

policy implications are consists of policy in the managerial level and industcyd level.



CHAPTER 2

Theoretical background: ownership studies in bankiig

Even though banks are a quite unique organizational context, the problem gjovankance does
not differ greatly from the governance problem of any othernizgtéion (Andres & Vallelado,
2008). As a matter of fact, the same core corporate-control megfgrthat influence the
governance of non-financial firms also influence banks’ operationwi(Cet al., 2007). There is a
wealth of researches on bank governance and performance. In ocdetribute towards a better
understanding of the causes underlying differences in performanegalsstudies in banking are
have taken into consideration a set of different governance proxies such ashgwaed/or change
of it (e.g. Berger et. al, 2005; Bonin et al., 2005) merger and acquossife.g., Vander Vennet,
1996); ownership concentration and owner’s identity (e.g. lannotta,r&o&eSironi, 2007); the
composition of Board of Directors (BoD) and changes of it @rgspi, Garcia-Cestona, & Salas,

2004).



Although a wide arrange of perspectives has been used to investigpbrate governance
studies in the banking sector, the point of view of ownership has probatadynbehe central one.
Firstly this is due to the fact that ownership transfers l@e®me the major force of governance
changes that characterized the last two decades and shakingkhegbadustry around the world
(Berger et al., 2005). Secondly, widely studied governance changee imanking sector have
mostly concerned transition or developing countries, where laws oftans’eprotection are still
underdeveloped. In such institutional contexts ownership has becomenahme corporate
governance form to deal with the agency problem that existed ia fiYiwung et al., 2008). In this
chapter, we will briefly review some of the research findirap the performance effects of
corporate governance in banking, with a special attention on the rorarship structure and
identity.

The rest of the chapter is organized as follows. First, wedigitiuss about the relationship
of ownership structure and performance. We will also present prevtetature on ownership
structure and performance that has been done in banking area. Thectierta this chapter will
focus on literatures about ownership identities and performances innbasikidies. We will
discuss three main ownership identities that were widely studiedbanking: government
ownership, foreign ownership and domestic private ownership. The lasinsetcthis chapter will
present a critical review on ownership studies in banking. Additignaéiywill outline some issues

that need to be explored since the available literatures still provide untéeaera.

2.1 Ownership structure and bank performance

2.1.1 Ownership Concentration and Performance

Studies on ownership emerge with the seminal work of Berle and M£828) that identified the
separation between ownership as a central characteristie afiddern corporation’s control. Berle

& Means (1927) emphasize the potential of divergence between owanérshanagers’ objectives
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arguing that this separation will create opportunity for manageespropriate corporate resources
for their own benefits. The work by Jensen and Meckling in 1976 farethlthis issue and
introduced “principal-agent theory” or “shareholder model” based opr#maise that managers, as
agents of shareholders (principal), can engage in decision making andobehdhat may be
inconsistent with the maximization of shareholder wealth. JenseMacokling (1976) defined an
agency relationship as a contract in which one or more persons (ticgo@l)i involved another
person (agent) to perform some services and functions on his/her liEhedfating duties and
authority to the agent. They used the empirical models drawntfreony of agency and finance to
develop a theory of ownership structure of the firm.

In general, agency theory is concerned with resolving two problernsathaccur in agency
relationships (Eisenhardt, 1989). The first is the agency problemribas avhen the goals of the
principal and agent are in conflict and it is difficult or expens$orehe principal to verify what the
agent is actually doing. Second, there is a problem of risk shaahgrises when the principal and
agent have different attitudes toward risks. Ownership arrangsroan be means to address such
problems, since the way in which ownership is distributed amonghsitdees could determine the
ability of shareholders to control firm’s management and maletbeat the management conducts
its activities in order to achieve the maximum of shareholders wealth (Eehdeckling, 1976). In
addition, the size of shares influences the incentive of sharehdllessnduct a monitoring
function (Shleifer & Vinshy, 1997).

In the corporate finance and management literatures, ownersaqgements become one
of the central issues underscored in examining the relation betwweeership and performance.
Scholars have tried to discern, for instance, whether ownership catimentinas an impact on
performance. More specifically, the key question addressed is Wihdt of ownership -
concentrated or dispersed - brings a better impact on firm pemfmenor value. The results of

ownership studies are still conflicting and different theorepeabpectives have emerged. On the

11



one hand, the concentration ownership is viewed to bring a positive impgotrfmrmance.
According to the incentive-based view (Shleifer & Vishny, 1986), stwdders with a large cash
flow ownership have an incentive to closely monitor a firm’sgraninces, in order to potentially
mitigate the principal-agent problems that might arise betwemmagers and shareholders. This
view argues that the increase in concentration has a positivetimpgperformances since the
increase in concentration means that owners have more motivatiobikilyd@ control managers.
In line with this view, several studies have found a positive ctioeldetween a firm’s value and
cash-flow ownership of large shareholders (Pedersen & Thomsen, @@@8sens, Djankov, Fan,
and Lang, 2002; La Porta, Lopez-de-Silanes, Shleifer, & Vishny, 2002b}Yh@® contrary, the
entrenchment-based view, formalized by Stulz (1988), maintainghbaicrease in ownership
concentration could produce a negative impact on a firm’s value andrmparfce. Large
blockholders may pursue their own interests at the expenses of other minority stease(&itleifer

& Vishny, 1986; 1997). Consistently with this argument, scholars have propegeafirm’s value
falls (decreases) when control rights exceed cash flow rafHgsge shareholders (Claessens, et al.
2002; Morck, Stangeland, & Yeung, 2000).

Unlike early studies on ownership that used United States (US) mitetlUKingdom (UK)
as research contexts, where most of the firms are chazadtdry a widely held ownership type,
other studies in different countries found different results. StydiebPorta and others (1999)
showed that ownership in public firms outside the US and UK is coatedtin the hands of very
few major shareholders, typically members of wealthy liamiMoreover, Claessens, Djankov, and
Lang (2000) found that more than two-thirds of East Asian firmscargrolled by a single
shareholder. Those major owners tended to use controlling devices, stagdmsvn chain of
control pyramids and multiple class shares, to secure contrd.riginice major owners appeared to
be able to control management, this type of ownership raised a ablemrand in particular it was

found that control power enabled controlling shareholders to gain privagéitbat the expenses of
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minority shareholders (Volpin 2002; Lemmon and Lins, 2008jaddition, East Asian firms also
showed a sharp divergence between cash-flow rights and control rightd is, the largest
shareholder was often able to control a firm's operations witthatively small direct stake in its
cash-flow rights. Claessens et al. (2002), using data for 1,301 pulfdigdt corporations from
eight East Asian economies (Hong Kong, Indonesia, South Koreaydvlahe Philippines,
Singapore, Taiwan, and Thailand), found that relative firm’s valuemeasured by the market-to-
book ratio of assets -increases with the share of cash-flonsrighthe hands of the largest
shareholder. This result is consistent with previous studies on theve@osicentive effects
associated with increased cash-flow rights in the hands of caéeor shareholders. However, they
found that the entrenchment effect of control rights has a negative effeahorafire.

One of the factors is considered to have an important role irdidgcthe impact of
ownership structure is the legal protection of shareholders. Thepegattion of shareholders is
the backbone of any corporate governance system since it welindee the ability and the
incentives of shareholders in monitoring the firms. For instanagrity blockholder owners can
exercise their rights only in countries with a developed legésysvhereas majority ownership is
a more viable option in countries with a weak legal system (rtaRet al., 1999). As a result,
differences in legal protection of shareholders explain a substpatiaof the differences in the
ownership structures across countries (Shleifer & Vishny, 1997). theless, La porta et al,
(1999) used the data on ownership structures of large companies Y trichest economies to
investigate the fundamental controlling shareholders of these #km&mpirical analysis of the
sample revealed that, except in economies with very good shareholder protestiohthfese firms

were widely held.
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2.1.2 Ownership Concentration in Banking Studies

Contradictions in the results gained in the study of ownership otratien raised a number of
critical questions regarding the relation between different Soafnownership and performance
encouraging many scholars to apply the same research questjwecific contexts, for instance in
the banking industry. Using an approach similar to the one adopteowfoership studies in
corporate finance, some empirical studies in the banking ardadrmgovide evidences on the way
in which ownership concentration had an influence on banks’ value aiodnp@nces. There are at
least two most common ways used to capture the ownership concentratiable in banking
studies. The first one is to consider the number of shares thaivaed by majority or largest
shareholders (e.g Caprio et al., 2007; Laeven and Levin, 2009). The sepisltavuse a dummy
variable that represents banks with concentrated ownership (e.celtiBmg and Zibri, 2009;
Shehzad, De Haan, and Scholtens, 2010). A bank is said to exhibit a concentrated ownership if there
is at least one large shareholder within the bank’s ownership stu@ large shareholder is
usually defined as an owner who has a significant amount of speieg 10%, 20% or 50%
threshold).

Studies about the impact of ownership concentration on performance, in baakiglso
provided contradictive results, just as the ones collected in cogpiimanhce studies. On one side,
some researches revealed the positive impact of ownership cotioantma bank’s performance
(e.g. Caprio et al., 2007; lannotta et al., 2007; Kwan, 2004; Shehzad, et al.,K040)(2004),
using US banking data, found that publicly traded banks tend to be lesabpecdnd incur higher
operating costs than privately held similar bank holding compabagwio et al. (2007), using data
of 244 banks from 44 countries, found that cash-flow rights by the comngyathvners have a
positive impact on a bank’s valuations. Shehzad et al. (2010), using data baf from 50
countries, found that banks with concentrated ownership have a longrenforming loans ratio.

As for Europe, lannotta et al. (2007) used a sample of large bank4d 5r&uropean countries and
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they evaluated the impact of alternative ownership forms (gowrmutual, private), together
with the degree of ownership concentration, on performance and rislauiiners observed that
higher levels of ownership concentration increased loans’ quality and loweréskthe r

However, other ownership concentration studies conducted in the field provided/ a
different picture (e.g. Saunders, Strock, & Travlos, 1990; Demseidergarg, & Strahan, 1997;
Laeven and Levin, 2009; Boujelbene and Zibri, 20@3unders et al. (1990), using US banking
context, found that stockholder controlled banks exhibit significantly higblertaking behavior
than managerially controlled banks during the 1979-1982 period. However, RQashsd (1997),
using the US banking context also, found that the relationship betweensbypr&ructure and risk
is significant only at low franchise value banks. The more rewenk by Laeven and Levin in
2009, using data regarding 279 banks from 48 countries, found that cash-fitsvafighe largest
shareholders have a negative relationship with a bank’s bankruptcy ns&oWwr, Boujelbene and
Zibri (2009) found that ownership concentration increases banks’ risk-taking behaviours

One important aspect to be acknowledged when trying to understand potesienisms
behind bank corporate governance is bank is different from non-bank firrarmis of regulations
and degree of opacity (especially due to moral hazard and asymimietrmation), and its making
empirical evidence based on non-bank samples not directly applicdid@king settings (Laeven
& Levine, 2009). Banks’ balance sheets are also opaque for investanssbehe quality of loans
and investment portfolios are difficult to assess. This makes eiatgtity and incentives become
more crucial rather than in non-bank firms. Furthermore, previouarod®s have shown that the
ability and incentives for shareholders to monitor banks depends on howeflfetheir rights are
protected (Levine, 2004; Adams and Mehran, 2008; Adams and Ferreira, 2009peifitaps
explains why banks with dispersed (unconcentrated) ownership steueiiganore prevalent in
countries with stronger shareholders’ protection laws. Some stafliesrporate governance in

banking have examined how risk and performance are affected by inpestections’ laws,
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banking regulations and the extent of ownership concentration. With tegasds, two recent
cross-country studies brought two notable contributions. Caprio et al. (20@ tiatt banks
typically do not have dispersed ownership, but instead, they are ofterollechtby large

shareholders in terms of families, foundations or the State. Corteentwavnership structures
appear to increase valuation, while weak shareholder protectioms’ ieduce banks’ values.
Building on Caprio’s insights, Laeven and Levine (2009) found that riskisiginer for banks that
have large owners with substantial cash flow rights. However, this eff@etlger in countries with
strong shareholders’ protection laws. The authors argue that lasgeflow rights are crucial in

reducing the adverse effects on bank valuations associated with weak shaigiotéeéion laws.

2.2 Owners’ identity and bank performance

Another stream of ownership researches in banking analysesatieréetween type of ownership
and performance. These works explore whether different types oérskip lead to different
performance levels or whether changes in ownership types hawgact on banks’ performance.
Within this framework, there are three types of ownership taee hraditionally received central
attention: government or state ownership, foreign ownership and the dolaegt shareholder or

family ownership.

2.2.1 Government Ownership

Government ownership in the banking sector has been consistentlyirgsince 1970 and this
pattern continued over the last ten years as a consequence ofrtheshmfts in the economic
system (e.g. east European countries). However, government owrardlaipks still exists in the
banking sector in several countries characterized by poor ecaoouaoditions, more
interventionist and less efficient governments, less secure propghts (Barth, Caprio, and

Levine, 1999; La Porta, et al., 2002a). In fact, in several countriegotrernment ownership in
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banking industry has increased, since the impact of financial deadsto the nationalization of
some banks. For instance, this is what happened in several Asianaeoaloiiing the 1997-1998
financial crises (e.g. Japan, Korea, Indonesia, Thailand, and Philippires nationalization of

banks as a consequence of a crisis has also happened in developedscaumérnethe role of

government was relatively limited. For example, this is what hegghben the US (e.g. JP Morgan,
Bradford & Bingley and Citibank) and UK (e.g. Northern Rock, RBSydi$oand HBOS) when the
financial crisis erupted in 2008-2009. Although some banks were re-pedatimwever this

process takes some time, and thus we can still find a significant presence ofrgavdranks.

One of main arguments supports the presence of government ownershg banking
sector was proposed in 1962 by Gerschenkron. He argued that goverrangpiesyca major role in
the financial and economic development of countries in which econarsiitutions are not
sufficiently developed for private banks to play this role. Howeweremal studies grounded in
developing countries found that the presence of State-owned banks imiiegbsector has an
unfavourable impact on the banking sector and on the economy as a whold, thdetmination
of state-owned banks could determine a set of troublesome conseqseditas: reduced access to
credit, contracted financial system development and slow econoowdhg(e.g., La Porta et al.,
2002a; Beck, Demirguc-Kunt, & Maksimovic, 2004; Barth, Caprio, and Levine, Zdlthdo and
Micco, 2004). Using data of ten of the largest banks in 92 countaeBptta et al. (2002a) showed
that in 1970 a higher level of government ownership of banks was assbavith slower
subsequent financial development and lower economic growth. Barth (20@#1) examined the
relationship between state ownership and development measures innkegbsector. Using
banks’ data from 107 countries, they found that government ownership of bankgatvely
related to favourable banking outcomes, and positively related to corruption.

Regarding the performance of government-controlled banks, studies fairgbvernment-

controlled banks have inferior performance if compared to other bdndacterized by different
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types of ownership (Vining and Boardman, 1992; Berger et al., 2005; 200&; Micco, Panizza,
and Yafiez, 2007; Sapienza, 2004). Micco et al. (2007) examined the relatibeshgen bank
ownership and bank performance in 119 countries. They found that, in developimiges, state-
owned banks had lower profitability, higher costs, higher employmeosrand poorer assets’
quality than their domestic counterparts.

The literature on ownership in the banking industry revealed attkeastmain reasons why
government-controlled banks perform poorly if compared to other typésmnk. Firstly, State-
owned banks are burdened by many objectives related with economi®@al development.
Hence, the objective of profit maximization is often neglectechlm® sometimes government-
controlled banks have to sacrifice their profit orientation in otddulfil their roles of agents of
economic development (La Porta et al., 200Z8¢condly government-controlled banks are
vulnerable to political intervention. Some of the bank’s asset portfolaps be allocated to obtain
certain political objectives (e.g. obtaining votes, bribing officdders) and, the pursuit of such
objectives, inevitably hampers bank’s efficiency (Sapienza, 2004). Micah (2007) found that
the performance differences between public and private banks gets widey eledtion years. This
result also supports the hypothesis that political concernseredhhidden drivers of these results.
According to Sapienza (2004), lending behaviour of State-owned bankalynisl affected by
electoral results of the party affiliated with the bank. In addjtiDing (2005) shows that
government-owned banks in emerging markets significantly iserteeir lending in election years
relatively to private banks. The bulk of the evidences also showegdidwal intervention brings
a negative impact on bank’s performances (Micco et al., 2007; Sapftizg Ding, 2005)Third,
the appointment process of management and other staff usually geferepce to people with
political influence rather than to people who actually have thetyabdi perform. The lack of
incentives from the government to monitor managerial behaviour isnggadi ample levels of

managerial discretion. Moreover, the assessment of related Igndiciices by banks is low since
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these banks generally operate with government subsidies (La Porta, @24.). 2

The relatively poor performances of government-controlled banksthandiberalization
process have increased the privatization activities in sesrailging countries (Megginson, 2005).
As privatization processes began to spread widely, the numbersedrcees concerned with
privatization and performance started to Yisthis stream of research mainly investigates the
effects of the privatization on bank performance using individual cesndm cross-countries as a
research context. Countries that have been investigated concemairgivatization process of
banks include: Argentina (Berger et al., 2005), Brazil (Beck, Criv@&limmerhill, 2005a; Nakane
and Weintraub, 2005), Mexico (Haber, 2005), and Nigeria (Beck, Cull, ée2005b). Studies of
privatization using cross-country data have mainly examined @atatn processes in transition
countries (e.g. Bonin et al., 2005 using Eastern Europe countries) oriesunitby an economic
crisis (e.g. Williams and Nguyen, 2005 using East Asia countries). Thesessgederally highlight
that at least one indicator of bank performance improved following t@ati@on, although some
measures showed no change. Some researches found signs of grelrcepin lending after
privatization as shown in the decrease of non-performing loansBedd. et al., 2005b; Haber,
2005).

One interesting question regarding privatization processes whom the ownership of
privatized banks is transferred to. For instance, it seems teajridnvestors’ participation is more
likely to bring a positive impact on bank performance rather thantpro@mestic participation.
Boubakri, Cosset, & Fischer (2005) highlight the importance of privatizamis by selling them to
strategic foreign investors. They found that newly privatized baoksrolled by local industrial
groups became more exposed to credit-risk and interest-rate risk aftézatioa. On the contrary,
privatized banks controlled by foreign investors proved to be moreesgifimm terms of overhead

costs. In many of the transition nations, control of many of thvatpred banks shifted from state

! The impact of bank privatizations on bank perfanoehas been well documented in the literaturspasmarized in
various papers (Clarke, Cull, and Shirley, 2005ghlason, 2005)
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ownership to foreign ownership. The entry of foreign banks after paten generally played a
positive role by making domestic banks more efficient in termevefrhead costs and spreads,
although not always it carried out a significant effects on the profitatehiis (Berger et al., 2005;

Boubakri et al. , 2005; Micco et al., 2007).

2.2.2 Foreign Ownership

The second type of ownership that has received a great detdrifaat in the banking literature is
foreign ownership. The bulk of the studies documented an impact of fdranigs’ presence on the
banking industry performance, especially in emerging countries. Beosral previous studies we
can summarize the impacts of foreign banks’ entry in emengiakets. On one side, foreign
ownership could give several benefits such as (Claessens, Demugtic& Huizinga, 2001,
Micco, Panizza, & Yafiez, 2004; Unite and Sullivan, 2003): 1) Increasedness, because usually
the foreign parent banks belong to well regulated financialesys 2) Increase the level of
competition in the banking sector that could lead to higher efficié3)ciProvide greater access to
capital and liquidity that bolsters the strength of banks’ balaheets and the average amount of
loans 4) Transfer to local banks the skills and technology that emesk management 5) Fortify
emerging market financial systems by encouraging higtaerdards in auditing, accounting and
disclosure, credit risk underwriting, and supervision. 6) The allwtaif credits to the private
sector may be improved since it is expected that the evaluatbmpricing of credit risks will be
more sophisticated. 7) It is expected that foreign banks vallige more stable sources of credit
since they may refer to their parents for additional funding &ey have easier access to
international markets. Thus, domestic financial markets wilebs Yulnerable to domestic shocks.
8) Foreign banks may reduce the costs associated with rdéicaptand restructuring banks in the
post-crisis period.

On the other side, there are also some studies that revealstiseo€ foreign banks’ entry,
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such as (Barajas, Salazar, and Steiner, 2000; Hellmann, Murdock, alid, 2@p0): 1) If the
franchise value of domestic banks decreases with foreign bankg’ ety may have an incentive
to take on greater risks. 2) Access to credit may be impadresbime sectors of the economy. 3)
Foreign banks may increase financial instability by pulling aubost countries or by contagion
from problems in the home country. 4) Since foreign banks have diffprerities and business
focuses, their lending patterns tend to ignore domestic prioritieedMer, it is still not clear if the
presence of foreign banks has a positive or negative impact on tliglppss access credit for the
private sector. For example, Clarke, Cull, and Martinez-Peria (Z)adyed that foreign banks’
penetration improves access to credits. While DetragiachHe(2086) reported the opposite result,
that the presence of foreign banks reduces the access to credits for tieesgdt@t

Another stream of study related with foreign ownership, is namresied on the comparison
of performance between foreign banks and other types of banks (e.gnrgewe or private
domestic banks). In terms of performance of foreign banks compaotidetotypes of banks, some
studies conducted on this issue showed contradictive results whichi@damhighly related with
the specific context that is used in each of the studies. Fanagstthe work by Claessens et al.
(2001) empirically documents that foreign banks are more profitdide their domestic
counterparts in developing countries, but the opposite is true in devetgr&dts. In much of the
same vein, Demirgtc-Kunt and Huizinga (1999) study banks in 80 countrieshev&988-1995
periods and find that foreign banks have higher margins and prbéite domestic banks in
developing countries, but the opposite is true in industrial countries. $tme works also
revealed the pattern by which foreign banks perform better in denglopuntries (e.g., Clarke et
al., 2000; Dages et al., 2000; Bonin et al., 2005) and, on the contrary, th&grren inferior
performance in developed countries (e.g. DeYoung and Nolle, 1996; Berger et al., 2000).

The main argument which tries to explain the situation justridbestcis related with the

several advantages and disadvantages that foreign banks haveopdrding abroad. Some
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research suggests that the advantages of foreign ownership magigbuthe disadvantages in
developing nations. In developing countries, foreign banks are more li&efyursue profit
maximizing opportunities than government or private domestic controlleks pahich may have
supplementary goals different than value-maximization, such ad somii@es or conglomeration
motives (Claessens, et al., 2001; Demirglc-Kunt and Detragiach®; Rlicco, et al., 2004).
Foreign-owned banks are usually part of large banking organizationfhumthey generally face
the same scale economies and diseconomies of large, domestiaadlgl-avstitutions. They may
also have advantages in serving multinational customers, betesgsato capital markets, superior
ability to diversify risks, and the capacity to offer some sewito multinational clients not easily
provided by domestically-owned banks (e.g., Goldberg and Saunders, [h9&dyeloping nations,
foreign-owned institutions from developed nations may also havesatcesuperior technologies,
particularly information technologies for collecting and assgs$hard” quantitative information.
Although foreign-owned banks may also have some disadvantages guebtems related to
managing from a distance, coping with multiple economic or regyladovironments, and
accessing qualitative information about local conditions, however theobtie literature tends to
converge on the conclusion that the advantages manage to outweigh the disadvapiagaby én
developing countries (e.g., Berger et al., 2003; Buch, 2003).

Turning to the effects of foreign acquisitions on bank performancefdigs effects), there
is still very little clarity about the results. First, & still not clear if the positive impact in post-
performance results are a direct impact of foreign acquisitioce $t could be that foreign banks
tends to acquire banks with good performances or domestic banks wahr@aace problems, so
that the effect of these acquisitions is modestly positive, Buhst enough to raise the acquired
banks’ performance up to the levels of their domestic peers @Retk 1999). Moreover, there are
still conflicting results on whether the variations in a bank’sqoerénce after foreign acquisition

are mainly due to an improvement in management or just to a shoftiadank’s objectives. For
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instance, Majnoni, Shankar, and Varhegyi (2003) document the dynamiasredgnf banks’
ownership in Hungary between 1994 and 2000 and find that foreign banks, whilengsisuilar
lending policies, achieve greater profitability than their domestimterparts. On the other hand,
Berger et al. (2005) found that foreign acquisitions shift the banksfoporto more profitable
loans and pushes banks to abandon low profitable loans (such as, Small Medearprises

(SMESs) loan).

2.2.3 Private Domestic Banks

Another type of bank ownership is the private domestic-owned bank. ¥fbdess of family firms
have been widely discussed in management and corporate finanderker@.g. Anderson and
Reeb, 2003; Maury, 2006; Villalonga and Amit, 2006), the literature on bank sivpdocuses
primarily on either state or foreign ownership of banks and does pabpanuch attention on this
type of ownership. There are some researches that include theisanaprivate domestic banks, in
order to document the more nuanced and holistic view of the relapomstiween type of
ownership and bank’s performances (e.g. Berger et al., 2005; Mian, 2060&) bt al., 2004).
However, those studies usually use domestic banks as a comparispovéonment banks or
foreign banks.

In emerging countries, private domestic-owned banks are usuallyolkeamtby a large
domestic shareholder in the form of family, wealthy individualslesed firm that is fully owned
by a family. The family-owned bank is usually created in otdesupport an affiliated business by
providing funds for the group necessities, creating an internal martken we firm which is often
used to circumvent restrictions, most notably the ones on offshore ifigafdis type of bank
often directs a significant portion of its lending activitiegelated parties (e.g. firms controlled by
the owners’ relatives), even when these firms are inefficigns Behaviour is observed primarily

in developing countries with poor governance (La Porta, et al., 2003; L&8@Y), For example,
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La Porta et al. (2003) found that the amount of connected lending ofadepbank in Mexico, in

1995, accounts for about 20% of the total credit.

2.3 Critical Review of Previous Studies

Figure 1 provides a picture about the existing literatures ofemshkip studies in banking. It
summarizes what we have been discussing in this chapter. It $lvowsain issues that widely
discussed in banking: ownership structure and owner’s identity. In adthtitvese issues there is
also a stream of research about ownership changes and perfanfaioce the present review, it
emerges that there are at least two topics of researchabdtto be further developed. Firstly, the
literature on banks’ ownership structures and performance has rf@nBed on majority owners,
without examining in more details the issue of ownership distributicgach bank (e.g. Caprio et
al., 2007; Laeven and Levin, 2009). While the literatures in corporatecéireemd management has
already carried out many efforts to focus on the distribution of mlige among several owners
who hold significant among of shares or blockholder (e.g. Attig.eR@09; Leaven and Levin,
2008; Maury and Pajuste, 2005), little attention has been devoted to titeuticsirof ownership
among blockholders in banking studies.

Previous studies of multiple blockholder (MB) that consider distributbrownership
among blockholders usually focus on how many blockholders are included iowttership
structure and on the distributions of ownership among those blockholders.eDagpiy efforts
have been made to study MB and the impact on firms’ performamteadue, what we currently
know on this issue is still limited and the findings largely incosigle. Some studies have
supported the thesis that the presence of MB has a positive iampfichs (e.g Maury and Pajuste,
2005; Attig et al., 2009). On the other side, other studies have pcetheteMB has no impact on
performance, actually they can even decrease the ultimdtemance (e.g. Singh and Davidson

[ll, 2003; Konijn et al., 2011).
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Figure 1. Ownership Studies in Banking Industry
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The consideration of the presence of multiple blockholders is vésyarg for banking
studies, firstly because in the last decade we have wah@samatic changes in banks’ ownership.
Due to the institutional and economic conditions of a country, the processvioérship
transformation usually takes a considerable amount of time (JomedMggind, 2003). As a
consequence, we might find the presence of multiple blockholders ibatileng sector. In our
view, in light of the recent developments in the literature ¢A¢ti al., 2009; Leaven and Levin,
2008; Maury and Pajuste, 2005), neglecting the presence of multiple bideidhobuld provide an
incomplete figure of what happens in a bank’s governance.

Chapter 4 of this thesis intends to fill this gap by examiningissae of ownership
distribution in each bank. Not only we take into consideration the presénceltiple blockholder
and the ownership distribution among them, but also the role of ownershiftyidbat was
neglected by previous researches on multiple blockholders (e.g. eital., 2009; Konijn et al.,
2011; Leaven and Levin, 2008; Maury and Pajuste, 2005). Specifically, el tteexamine the
impact of the presence and dispersion of different types of blockhaddeperformance in the
banking industry.

Secondly, despite the abundance of studies on the topic of banks’ ownergieips thil
little knowledge about what happens to a bank that undergoes governangescidany of the
previous works (e.g. William and Nguyen, 2005) tend to simplify govemasmrrangements and
conceive them only as a transfer from one type of ownership to an@iiff@rences between
performance prior- and post- ownership change are only assoaciatieddifferences in the
managerial abilities of each type of ownership. However, changasnership might also shift a
bank’s business orientation that ultimately has an impact on banksrmarfce. For example,
changes in banks’ performance after privatization might be @w@eshift of the bank’s business
orientation. Several studies have documented how different types ofshwmnaiffect a bank’s

business orientation which reflects, for instance, in the compositidge pbrtfolio (Berger et al.,
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2005). Information about the ways in which banks conduct their businéms afnership
rearrangements is important to understand in what manners diffgpestof ownership impact on
performance.

Chapter 5 of this thesis intends to address such issue by loakitng aifferences in
business orientations of different ownership types and how thesesddésr affect performance.
Different types of owners may follow different kinds of goalsides profitability and thus have a
different business orientation. We extended the study of ownership shamdpank’s performance
by taking into consideration differences of business orientations among differenofypwnership
and by using Net interest Margin (NIM) determinants asrk’babusiness orientation proxy. We
analysed how different types of ownership shape business oriergatdmow this new orientation,
in turn, affects performance.

In addition of those two limitations above, it is also still importanéxplore other types of
ownership that might not be widely found around the world, for exampienaddoanks. Regional
banks can only be found in specific countries, for example in Japkdanesia. Regional banks
usually refer to banks that operate in certain area conmetn Japan, Loukoianova (2008) finds that
regional banks are less cost and revenue efficient than both tivatepsector counterparts (City
and Trust banks). Differently from what happens in Japan, regionks barindonesia not only
cover certain areas or regions, but they are also controlledchlydo province government. The
study of different types of banks will increase our richness invledge about the topic of
ownership identity, especially in the banking sector, since differges of ownership exhibit

different behaviours.
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CHAPTER 3

Research context: the Indonesian Banking Industry

Indonesia’s banking crisis in 1997, which proved to be one of the mastisariany country in the
world in the twentieth century (Enoch et al. 2001), has drawn muchrchseterest. However,
empirical studies analysing the Indonesian banking industry afteriie are still very few. We
developed this section in order to give more information about the Indoresi&ing Industry that
constitutes our research context. We will illustrate the dg@weénts in the Indonesian banking
industry before and after the Asian crisis in 1997-1998. We will destine transformations that
characterized the Indonesian banking industry during and after tiosl p@cluding the regulation
and institutional developments which took place in those years. Weiwallspecial attention on
the issue of banks’ ownership and especially on the ways in whichredifféeypes of banks’
ownership are currently evolving, since we have observed signifigahitiens on this side and

since these changes are directly related with our researchesmgiest
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The rest of this chapter is organized as follows. The firgtosedescribes the developments
of the Indonesian banking industry before the Asian crises in 1997-189&ding the period of
government banks’ supremacy (1968-1980) in the banking sector and the ktemalprocess that
occurred one decade prior to the crises. The second section de@ibefonesian banking sector
during the crisis period, including an illustration of the restructuprocesses that were taken by
the government and of the regulation reforms that were impletherftier the crises. Finally, the
third section analyses ownership settings in the Indonesian bankiog a#er the crises. We focus
on the presence of three types of ownership in the banking sgot@rnment, private domestic or

family and foreign.

3.1 The banking institution before the 1997-1998 crises
3.1.1 The beginning: State-owned Banks Supremacy
The genesis of the Indonesian banking system is marked by tibaahiaation of several Dutch-
owned banks shortly after Indonesia proclaimed its independence in 1945.takbepl&ned
economy in that era was closed to private funds, as the Statésereull control on this sector. As
a consequence, the development of the banking sector was halted. id tfehe 1960s a change
in the government regime brought about a major shift in the Indonessaoraic policy. The new
government at the time was prone to implement a more open ecasystem. In the beginning of
this period, the government of the time permitted new entries featprbanks, including foreign
banks. But then, permissions for the establishment of new banks wer@ &ghin in 1968, when
the number of domestic private banks reached the number of 122, and the olufotegn banks
accounted for 11 banks, ten of which were branch banks and one a joint-venture bank (Sato, 2005).
In this period, the Indonesian government intentionally maintainedwtgership in the
banking sector to support several development programs that werasasthblThe government

established priority sectors and actively provided financing toetBestors through government-

29



controlled banks. By controlling banks, the government exercised eofuitol over interest rates

and lending amounts that would be targeted to the priority sebtavsder to support the presence
of these banks, the government gave some privileges to the Stateloavrketh terms of interest

subsidies and also of regulation that obligated state-owned enteprgeposit all of their funds in

the government-controlled banks.

The government maintained numerous restrictions, such as inteeeseilaigs and direct
credit targets that left a limited space for private banksetoup their own interests and lending
strategies in order to compete, especially with government-caurdlanks. The restrictions
imposed in the banking sector and the privileges recognized to goveroomiratiled banks made
bank’s competition relatively low at this period. In other words, goventroontrolled banks were

left with absolute supremacy (Nasution, 1996).

3.1.2 Liberalization period
In 1981, the fall of oil prices disrupted economic growth of Indonesiae il was the major
source of Indonesia’s revenues at the time. The decline of ofluesenade the government unable
to maintain its role as a conduit for development funds through the basdatgr, particularly
through its directly owned banks. In order to increase capitalizafittime banking sector, a series
of reforms aimed at liberalizing bank were implemented. Thediep of this liberalization process
happened in 1983. Credit ceilings were removed and State-owned barksalowed to offer
market-determined interest rates on deposits. Consequently, atki® faised both deposit and
lending rates, and the balance of deposits at all commercial bzsgksteeply. Still, restrictions on
new entries were maintained.

However the first liberalization measures appeared not sirfficio increase capital
accumulation in the banking sector. In order to channel new fresh sdpotal the private sector to

the banking sector, further deregulation was introduced in Octol&3 (tblicy package also
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known as PAKTO 88). This second financial liberalization removeiecgsns on new entries in
the banking sector and eased the requirements for the opening chdsdy all banks. Reserve
requirements were reduced and the entry of new foreign banks thjaoglventures was also
permitted. As a result of these liberalizations, many nevagibanks were established and this
brought about an important revision of the principal players in the Indonkearking sector. The
shares of the seven state-banks in total commercial-banks’ desbted from 63 percent in 1988
to 38 percent in 1996, while the shares of private banks more than double24fiton®2 percent
(Sato, 2005). With the goal to increase competition in the bankingrséleé government also
started to reduce some privileges of government-controlled banksxdorple the fact that state-
owned enterprises (SOE’s) were allowed to put their funds intprivanks (Pangestu & Habir,
2002).

The liberalization made it much easier to establish new bankséWih@ase of entry in the
banking sector was surely seen as an opportunity for big economic doolkpy) to secure their
sources of funds by establishing their own banks. One year befdiaaheial crisis hit Indonesia
in 1997, there were 42 affiliated banks that accounted for almost 38% ehares of the banking
sector. Some of these affiliated banks quickly carried out vergsgjge policies aimed to increase
their shares in the banking sector. However, this full liberadzdtad its own drawbacks. Banks
were granted unsupervised freedom on lending decisions, fund-raisibg@késtablishment. The
majority of credits of these new affiliated banks were chaedat firms within the same groups.
As a consequence, these banks had their funds tied out with intra-groups funding (Sato, 2005).

The Indonesian government and central bank soon realized that thi®sitcald increase
the structural vulnerability of the banking sector. Thus, the Goverhmiecided to raise the
minimum capital required for the establishment of new banks, in twdgow down the number of
new entries in the banking sector. In 1991, the central bank startéatroduce prudential

regulations designed to ensure the soundness of banks and to stabilzensequences of the
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liberalization. These directives included a requirement that aksbeould have to meet a capital
adequacy ratio (CAR), together with the introduction of new ratio-based slarafasoundness and
a point-rating system for all banks. In 1992, the new Banking Act &ct7 of 1992) was enacted
(Hendrobudiyanto, 1994). The Act provided some measures for the impléoemtaprudential
regulations, such as administrative sanctions against noncomplidt, lwaminal penalties for
bank managers and employees, a “legal lending limit” restricting intra-geadpb. Moreover, the
Central Bank required all banks to issue quarterly financialnstates, revamped the loan-loss
reserve fund system, introduced an early warning system of bdnike fand established the first

domestic credit rating organization (Sato, 2005).

3.1.3 Prior to the crisis

Despite the efforts to improve systems of banking supervision, thengaskctor had already
shown some negatives symptoms at the beginning of 1990s. Risky bekastarted to spread as
shown by an analysis of banks’ portfolios. One example of the wayhioh banks started to

conduct risky behaviours is given by the fact that many bankanbeggive credit to industrial

sectors such as real estate and construction. Those sectorsaaig quite risky sectors since they
are very connected with the growth of the economy; they are ¢harad by a longer payback
return and they typically exhibit higher interest risks and tmsks. The real estate credit grew
faster than the growth of total bank credits at that time andntitease in investments in the
property sector outpaced the demand of property (Montgomery, 1997). p(viapgrties were not

sold to consumer and thus their prices were decreased. As a cosggusignificant number of

real estate loans could not be repaid and fell subject to defaulthelnend, the level of

nonperforming loans was increased and even lead to insolvency (e.g. ilBA&9WSumma was

closed due to a financial failure stemming from intra-group real dstatece).
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The excessive liberalization of entry also made it difficolt banks to maintain their
financial soundness. Banks were confronted with increased costsingesinim intensified
competition, but most of them responded to the competitive pressurerbgsing the levels by
which they were willing to accept risks (Enoch et al., 2001). Moreoker|aick of exit rules for
banks increased banks’ moral hazard (Sato, 2005). Even after the beedtioigshifted from state
control to a market orientation, state banks of course, but private il atacitly assumed that
the government would protect them, and believed that bank closuresreereeivable, especially
for the banks that had close connections with the Government.

In this period, the Central bank failed to manage effective polafiégmnk supervision and
this decreased the effectiveness of the prudential regulationstafipant dressing of financial
statements by banks made it ever more difficult for ther@eBank to evaluate banks on the basis
of accurate information (Sato, 2005). One of the factors that madeappen is the lack of central
bank independence. Indeed, even if the Central Bank’s power was expandethermierking Act
of 1992, institutionally it still remained under the control of the Gawvant, enjoying very limited
supervisory authority.

While the central bank monitoring ability was limited, the laclgofernment involvement
with regards to bank supervision exacerbated the weaknesses of isdustnjtoring. The level of
political intervention in the banking sector was very high. Without é¢kistence of specific
oversight systems, all the abuses by the politically conneeted unchecked. Based on political
ties, loans were made to high-risk ventures. Some of these loded ap in defaults and forced
banks to violate their reserve-ratio requirements in order to corttieireoperations (Creed, 1999).
Borrowers with political and bureaucratic connections swarmeldetstate-owned banks, leading
to a rise of huge loans to projects run by the well-connectethdassigroups. Thus, the central
bank’s prudential regulations eventually became paralyzed. The implation of the restrictions

on intra-group lending by group-affiliated banks was practically not obeyed.
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3.2 The Asian Crisis 1997-1998 and Banking Restructuring

As we can understand from the previous section, the Indonesian baaktog lsefore the 1997-
1998 Asian crisis was very predisposed to a potential economic shockowr, opening up the
Indonesian banking sector to international investments made the bamkitoy sulnerable to
currency shock and substantially more subject to default in thm ef/eavestor panic. As the Asian
currency crisis spread to Indonesia in July 1997, the governmecialffienlisted the support of
the IMF on October 31, in an effort to hamper a further deepening afithe The banking crisis
in Indonesia, which at first was limited to specific unsound banksequbstly developed into an
overall systemic crisis due to the financial unrest generayethe political instability and the

accelerating currency decline generated after December 1997.

3.2.1 Restructuring process
The crisis forced the Indonesian Government, under the supervisionragtrgeal Monetary Fund
(IMF), to launch a complete restructuring program in the bankector in order to prevent the
industry from collapsing. On November 1, it closed 16 private banks iast ankasure of bank
reconstruction. Ultimately, there were five rounds of bank closamesnationalizations between
November 1997 and March 1999, while the recapitalization of reconstructksl Wwas carried out
toward the end of 1999 (Enoch et al., 2001). The process of banking inteeinstruction was
carried out on a scale which turned out to be far larger than Iyniéapected and it took seven
years to be completed.

The five rounds of bank reconstruction measures resulted in the ctdiferivate banks
(accounting for 16% of total commercial bank assets at the eh@96f), the nationalization of 12
private banks (20%), and the recapitalization of all 7 state banks),(368tivate banks (8%), and

12 (3%) of a total of 27 regional development banks (Sato, 2005). The numbépoéleed and
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recapitalized banks reached 38, together accounting for as much asf @fi&cbanking sector’s
total assets. There was no state-owned or regional bank thathwaslown, while their assets
expanded as a result of the recapitalization. By contrast, 41%vategbanks, accounting for a
total of 31% of total private bank assets, were closed. Anothasf4fvate banks, accounting for
46% of assets, were nationalized or recapitalized, and experiencedsbwp changes. Table 3.1
shows the comparisons between the banking industry conditions in 1996 (hefaresis) and in
1999 (after the restructuring process). As we can see fronalitee the private banks are the type
of banks that changed the most after the crises. About 50% of dravaks (83 of 164 banks) were

closed during the financial crisis.

Table 3.1
Indonesian Banking Industry in 1996 and 1999

s 1996 Reconstruction 1999
Classification ey .
Pre-crisis Measures Post-restructuring
Number| Total Asset Number Total Asset
of Assets Share of Assets Share
Banks | (Trillion (%) Banks | (Trillion (%)
Rupiahs) Rupiahs)
State banks T 141 36/4 5 505 50.3
Regional 27 11 2.8 26 25 2.5
development banks
Private banks 164 201 51{7 Private banks total 81 50 |3 34.9
Nationalization 4 20% 20.4
Recapitalization Lf 69 6.9
Without 70 76 7.6
reconstruction
Joint venture banks 31 20 5.0 P9 65 5.5
Branch banks 1( 16 42 10 58 5.8
Total 239 389 100 151 1,004 100

Source: Bank Indonesimdonesian Banking Directorfvarious years); Sato, 2005

3.2.2. Regulation reform
The crisis has shown that the banking Industry in Indonesia waseafthy a serious problem. The

prudential regulations introduced before the crisis of 1997-1998 did not ongjirctopholes, but
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also lacked of a legal framework that could make those regulaitettive. After the crisis, the
financial institution and the bank supervision system had undergone chajoges. In May 1999,
the new Central Bank Act (Act No. 23 of 1999) was enacted. Bank Indptiesi€entral Bank,
which was formerly placed under the executive branch of the goverrandngiven only limited
authority, was legally guaranteed independence from the govermam@émbtained broad authority
over banks. It envisioned separating the bank’s supervision function froQethteal Bank and
establishing a new integrated supervisory framework for ovimalhcial services. It was planned
that the Central Bank role was maintained only for the sakeaoftaining an independent currency
and monetary policy, while the new Financial Service Authoritilg@ddOtoritas Jasa Keuangan,”
OJK) was established with the task of supervising and reguladung Sectors: banks, security
markets, insurance firms and pension funds. However, the establisbim#m authority was
eventually postponed and not yet realized until nowadays. Thus, the lralo@entral Bank still
plays the role of regulator body for the banking industry.

Another policy that was introduced to increase the safety of thkirga sector is the
institutionalization of the deposit insurance system. The introductiaimeofpayoff system was
highly appraised among financial market experts, since itewpscted to encourage depositors to
choose good banks, and to make positive contributions to competition and to the sswifdhe
banking sector as a whole. However, the implementation of thisnsyséezded very careful
assessments. The early introduction of a generous insurance $ymikmcreate a situation of
moral hazard for banks and increase the costs for the government, whilktbkedaontrol system
could spawn financial unrest. In the beginning, the government announcedi@mdessystem for
depositors involving insurance coverage for deposits of 20 million rupiakess, which covered
93 percent of all depositors (Enoch, 2000). However, unprotected large deypasitoraccounted
for 80 percent of the total amount of deposits, made strongamssto this measure. The fear that

large depositors would draw back their deposits and lead to many bangusinsd the Central
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Bank to introduce a blanket guarantee system that gave insurancat deposits at the end of
January 1998. The government kept maintaining the blanket guarargeEmsyo ensure
stabilization and the deposit insurance was actually established only in 2008.

The central bank pushed banks to be sounder and more prudent by imposing some
regulations, for example the implementation of Basel Accordréuptired banks to maintain their
levels of capital based on risk assessment. As a response tewhmstitutional environment,
individual banks started to implement management reforms (Sato, 20G5npf@he major reforms
is the implementation of risk management. Before the crisien éhough many banks had
organizations and procedures for credit management, they were behidlalconscious of risk
management. One of the management reform features was théskstant of in-house risk
management systems. Banks started to increase their effottgiraown expenses, to establish
policies of information control for risk management and for the dgweént of credit screening
systems and capabilities. Moreover, banks started to implememtizatianal reforms to reduce
misuses of bank resources, such as the appointment of independent commissmthdhe
establishment of an auditing committee. The bank enlisted a fob@igk's assistance for the
disposal of nonperforming loans and the design of the risk manageystemms, and sought a
foreign consultancy’s advice in reforming the personnel system.

Figure 3.1 provides a picture of Indonesian banking industry development theipgriod
(1966 -2001) that we discussed above. In summary, Indonesian banking sectwrgamasfrom
government banking supremacy, then experienced some liberalizagasures. The lack of
regulations effectiveness has made the liberalization proa$sdainsound banking industry that

vulnerable to economic shock. It was proven when Asian crisis 1997-1998 erupted.
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Figure 3.1
Indonesian Banking Development
(1966 — 2001)

Second round of banking liberalization:

The government banks removal of restrictions on new entries in The government started to
Supremacy period the banking sector including for foreign privatize the nationalized bankg
(1968 — 1983) bank through joint-venture and eased during restructuring period

the requirements for the opening of
branches by all banks credit targets.

1966 1988 2001

1983 1997-1998 YEAR

/

v

Asian crisis happened Restructuring period
First round of banking that lead to the (1999-2000)
liberalization: removal of some collapse of banking
restrictions, such as interest rate sector and economic
ceilings and direct credit targets crisis in Indonesia

3.3. Banks Ownership after the Crisis

The Indonesian banking sector experienced drastic adjustmentstheftéxsian crisis in 1997
(Enoch, 2000; Enoch et al., 2001; Sato, 2005). The changes occurred not only Hezaestot
was severely hit by the economic crisis, but also because iplaeed at the centre of the economic
reforms carried out under the International Monetary Fund (IMF) dondliity. Following a series
of banks’ reconstruction measures, there were major changes rostiee of owners of leading
private banks. As the economic condition became more stable in 2000, theGeveextended
the scope of restructuring processes in the banking industrykeUtlle restructuring program
launched during the economic crisis period (1997-1999), which was more dacupeevent the
collapse of the banking sector, this extension was aimed to sktalbanking sector that would be

more prudent and healthier. The government started to launch a atieatiprogram in 2001, in

38



which some of the banks that had been nationalized were sold back te prixegtors, especially

foreign investors. In addition, some of the state banks went pubgg, ttough the majority of

shares were still held by the Government. This policy was esghéctreduce the interventions of
political parties and to make banks’ operations more transparengolleenment started to reduce
its involvement in the banking industry by selling some shares thia @wned by cooperation or
foundations that were affiliated with the government.

As we noted before, private banks were the banks that changed th&éevasse of the
crisis. Table 3.2 provides the picture of changes that happened tdéepoaaks. Changes of
ownership took place mainly within banks affiliated with business graDpg?2 business-group-
affiliated banks, which accounted for 38% of all commercial bankstagsior to the crisis, only 7,
with a combined ratio of 2% of total bank assets, survived without owpecstanges. The
surviving banks were mostly small banks operated by business gasupsripheral business.
Among the banks not affiliated with business groups, there were margosarthan closures.
Thus, the collapse of business-group-affiliated banks was the most ncitalolge that occurred
after the banks’ reconstruction process. Furthermore, in order togadiea strength of the bank
industry by pursuing a general enlargement of banks’ sizes, the lialoestral bank raised the
capital requirements that banks needed to fulfil. These polios®g siime domestic banks’ owners
to look for partners in order to help them with the provision of freghtala. Moreover, the
increase in competition in banking also push bank to have more capitanpet®. As a
consequence, numerous family-owned private banks, who had limited chpgah to carry out

strategic actions such as selling shares to other banks and foreign investorsg pugbc.
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Table 3.2
Domestic Private Banks in 1996 and 1999

1996 1999
Pre-crisis Post-restructuring
Private Banks Number | Asset Private Banks Number Asset
of Share of Share
Banks (%) Banks (%)
Business-group-affiliated 4p 36{7 Business-group-
affiliated
Existing after the crisis T 2.0 Existing after tiresis 7 2.2
Nationalized 4 16.7
Recapitalied 3 6.8 Formerly Business- 7 29.3
Closed 23 9.9 group-affiliated
M&As 5 2.2
Independent 122 13.8 Independent
Existing after the crisis 78 7.l Existing after thisis 67 6.7
Close 44 6.1
Total private banks 164 50.9] Total private banks 81 38.1
Total of all commercial 239 100| Total of all commercial 152 100
banks banks

Source: Bank Indonesimdonesian Banking Directorfvarious years); Sato, 2005

The banking industry after the crisis was marked by an ineredgoreign ownership’s
presence. At first, the government invited foreign investors &r ¢ém¢ Indonesian banking market
by offering to the market, the nationalized banks during the réstinug period 1998-1999, as part
of the privatization program. Since domestic investors werehstitl by the economic crisis, the
government turned to foreign investors to buy privatized banks. The neigrfanvestors were
expected to bring fresh capitals in the banking sector. Furthertheresntrance of new foreign
investors was seen as an opportunity for knowledge transfer andgsimathe industry and it was
expected to increase the level of confidence in the banking sEattiner, the Government relaxed
the ownership regulations regarding foreign ownership by allowireign investors to control up
to 99% of the shares of a bank’s ownership. This policy has attraweg foreign banks and

financial institutions to acquire the majority shares of some domestic privéts. ba
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3.3.1 Recent Picture

Before the economic crisis in 1997, the central bank grouped banksvmtduster base on bank’s
ownership: central government banks, regional banks (owned by the prgeverament), private
domestic banks, foreign joint venture banks and foreign branch banks. alagorization was
relevant before the 1997-1998 crises since it truly reflected thership condition of banks. After
the crisis, central government still used that categorizatidnchustered banks in the same manner
even if there were changes happening in the ownership of banks. Rgrlexeentral bank still put
some private banks in the category of “domestic private banks,”teeegh those banks were no
longer owned by private-domestic investors. Since those private doinasks were already taken
over by foreign investors and were now controlled by foreigners. Anetteanple we can offer
concerns the cluster of “joint-venture banks”. This cluster comphae&s which were jointly
owned by foreign and domestic shareholders. After the foreign owpeeggulation was relaxed,
many of previous “joint-venture banks” were now solely controlled Wgreign bank without a
domestic partner holding any significant share.

Since there were significant changes in the ownership of banksyggest using different
approaches to group banks. In this study we decided to group banks basedlentityeof major
owners or of the largest shareholders. Looking at the Indonesian pamétustry in these days, we
can divide banks into four groups, based on the different ownership idetidiesxist: central
government banks, regional government banks, foreign banks, and Private dandsimnily
banks. The use of this categorization is supported by previousuresgFaccio & Lang, 2000, La
Porta, et al., 1999) and by the actual ownership conditions in Indortzsiing. We traced the
ultimate owner of each bank, and then we analysed its idemtgsotp it into the fit category. We
believe that this approach is more suitable for the current ownershgitions in the Indonesian

banking industry.
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The presence of government ownership in the banking sector isekitively high. The
central government-controlled banks were still major playerbenbanking sector. The assets of
the biggest four government controlled banks, account for 45% of totad as$le¢ banking sector
(See table 3.3). Although almost all the government-controlled banleslis&d, the government
still owned the majority of shares (around 65% on average in 2009). dwddiyi, one has to
consider regional banks. Differently from regional banks in otleemities (e.g. in Japan), in
Indonesia regional banks do not only refer to banks that have speefiof operation but that are
also controlled by the province or regional government. They are aeddiant5% of total assets in
the banking sector (Indonesian Central Bank, 2009). Even though threis sii@ssets compared to
all banks assets is only 5%, regional banks are usually majaerptayhe banking sector of their
own provinces.

Regarding foreign banks, there are at least three typegseadfjriobanks in Indonesia. The
first type is the branch bank. This a representative office oboarech unit of a foreign bank that
usually focuses on highly profitable specialised services fanigell group of clients. The second
type is the joint-venture bank. In this second typology, the foreigk éstablishes a new bank that
is jointly owned with the domestic bank or domestic investors. third type is the foreign
acquisition bank. In the third type, foreign banks assume that thelewutiore efficient than local
banks and thus able to export efficient banking practices at low. ddstsmode of entry in the
latter case is to buy a controlling share of an alreachbksthed bank. Usually this process goes
through the participation in a privatisation process, the buying afné&olling stake of publicly
traded banks, or the acquisition of a licence from a small bmo@# converted into a 100% foreign-
owned daughter company of a global bank.

Table 3.3 provides a list of ten of the largest banks. The list prosidésar picture about
the changes that occurred. We can see that central goverooméraled banks were dominating

the list before and after the 1997-1998 crises. In 1996, six government bankerénancluded in

2 Only one bank is still not listed until 2009 (Bafigtbungan Negara)
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the ten largest banks, accounted for around 55%. In 2003, four government bankerthat
included in the ten largest banks, accounted for around 45%, or slighthasedriorm central
government-controlled banks’ shares before crises. We also carvelibe increase in foreign
banks’ participation. In 2003, six of the ten largest banks were foreigks {éive were former
private domestic banks that were subsequently controlled by foreign instituttbos@is a foreign

branch bank).
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Table 3.3

Ten Largest Banks in 1996 and 2003

1996 2003
Rank Name of Bank Ownership Asset %Asset Name okBa Ownership Reconstruction Measures Assgt %Asset
1 BCA Private 36.1 9.3| Mandiri State Recapitalization, merger 250 23.6
(domestic-owned)
2 BNI State 34.9 9.0 BNI State Recapitalization 625 11.9
3 BRI State 344 8.9 BCA Private Nationalization, foreign 117.3 111
(foreign-owned) | sale
4 BDN State 32.4 8.4 BRI State Recapitalization 386. 8.1
5 Exim State 25.8 6.y Danamon Private Nationalization, merger, 46.9 4.4
(foreign-owned) | foreign sale
6 BBD State 24 .5 6.3 BIl Private Nationalization, 36.3 3.4
(foreign-owned) | foreign sale
7 Danamon Private 22.0 5.7| Permata Private Nationalization, merger, 28.0 2.6
(domestic-owned) (foreign-owned) | foreign sale
8 Bl Private 17.7 4.6/ BTN State Recapitalization 271 2.6
(domestic-owned)
9 BDNI Private 16.7 4.3| Citibank Foreign branch - 24.6 2.3
(domestic-owned)
10 | Bapindo State 13.7 3/5 Lippo Private Nationalization, foreign 24.2 2.3
(foreign-owned) | sale
Total for 10 largest banks 2582 66.6 766.7 72.3
Total for all banks 387.% 10D 1,059.8 100

Source: Bank Indonesimdonesian Banking Directorfvarious years); Sato, 2005.
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CHAPTER 4

Does hybrid ownership work?

Blockholders diversity and performance in the banking industry

4.1. Introduction

Initial studies on corporate governance arrangements have mamiged on two opposite
ownership structures: on the one hand, the widely-diffused ownershipustsibitst studied

by Berle and Means (1932); on the other hand, the structures centtbd presence of a
single large shareholder, combined with many, small minority Bblters (Shleifer and
Vishny, 1986). However, a rapid and diversified change has occurred imstngnstructures

around the world (Laeven and Levin, 2008). As a result, the corporate gowetaadscape
has significantly changed in many countries, with the emergehckverse and powerful
owners. These changes have led to the creation of so-callediplendlockholders” or

“multiple large shareholders” arrangements, in which firmsj@rgly controlled by several
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blockholders. For instance, Faccio et al. (2001) revealed that about one-thistenf firms
found in Asia Countries adopted this particular type of configuratibilew.eaven and Levin
(2008) found the same picture in Europe. We can even observe theséenakahare
ownership by blockholders in the U.S, a country in which firms arevsslito be in large
part diffusely-owned (Dlugosz et al., 2006; Holderness, 2009). Moreoveas ibeen noted
that such governance arrangements often involve the joint presence of dipesseftgwners
- such as the State, families, industrial companies, financtduinens, investment funds, etc.
- with important differences in objectives, investment horizons andiebi(Arthurs and
Johnson, 2008; Hoskisson et al., 2002; Pedersen and Thomsen, 2003). We refbrido “hy
ownership” structures to identify such arrangements in which diffetgpes of large
blockholders are jointly present.

In order to better understand such varied and changing ownership lands¢siié,
limited) number of empirical studies has been conducted on multiple bldekbo{MB)
(Attig et al., 2009; Leaven and Levin, 2008; Maury and Pajuste, 2005).rigxlg@rature,
however, still provides conflicting evidence on whether the presencanoédditional
blockholder will bring a positive or negative impact on a firm’s performance dud.vafew
studies have documented a positive correlation between the presemaéié blockholders
and firm value (Leaven and Levin, 2008; Maury and Pajuste, 2005). On théatttgrother
studies have theorized or documented a neutral or negative impact amp@de (Cronqvist
and Fahlenbrach 2009; Singh and Davidson Ill, 2003). In our view, the confliesntis of
this initial body of research can be partly explained by l#duk of recognition of the
heterogeneity in ownership types. Previous studies mainly focusetheomumber of

blockholders and their share distribution in order to understand the impadBobn

% In our paper, we refer to “blockholder” as an gmiihich holds a large share of stock in one fiFrallowing
other papers (Faccio and Lang, 2002), empirically uge the 5% threshold to identify blockholders. A
blockholder is thus a shareholder owning sharesrinmto 5% or more. See Sample and data sectiomdoe
details.
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controlling and monitoring processes and, by that, on performanag éAtl. 2009; Laeven

and Levine, 2008; Maury and Pajuste, 2005). There is therefore an underlying assumiption tha
owners are relatively homogenous, and their incentives and alilitgonitor are mainly
influenced by their equity positions. Less attention has been dewwotedestigating hybrid
ownership structures and how the joint presence of blockholders wighedliffidentities (e.qg.

State, families, and foreign firms) impacts on firm’'s fpenance. In this sense, novel
theoretical perspectives such as multiple agency theory (Comatedly, 2010) and principal-
principal theory (Young et al, 2008) can be useful to identify potertidlicts that may arise

due to misalignment of interests between different blockholders.

Based on such arguments, this chapter builds on multiple agency actpadri
principal theories in order to analyze the relationship betweemitesence of MB and firm
performance while taking into consideration the role of ownership iigemn order to
complement previous research (Attig et al., 2009; Konijn et al., 20&dydn and Levin,
2008; Maury and Pajuste, 2005), we examine the impact of the presehckspersion of
different types of blockholders on performance, by focusing on thkifgamdustry in an
emerging country — Indonesia - and on three types of blockholders at@ctiominant in
emerging countries (Attig et al., 2009): the State; familiesgign firms. In line with the
prediction of multiple agency and principal-principal theories, wgei@that the presence of
multiple blockholders with diverse, and possibly conflicting, intereats lead to negative
consequences in terms of performance.

The study of the banking sector is particularly interestingudyshybrid ownership
structures since in the last two decades it has witnessed tirasthanges in ownership
arrangements, as a consequence of the joint forces of privatipationalization,
restructuring and M&A waves, liberalization, as well as otleirenmental changes (Berger

et al, 2005). As a result, the banking industry worldwide (and in particul@merging
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countries) has seen the emergence of a diverse set of bipnarsangements, in which
multiple types of owners co-exist (The Economies, 2010). The ddsdanesia, moreover,
provides an ideal context to study our research question given tlmatsvgipes of ownership
arrangements have emerged in the Indonesian banking industry over tttdedade a
consequence of financial crises, bailouts, privatizations and restructuriggeec

Our empirical analyses are based on a sample of 120 banks obsenvétegweriod
2000-2009. For each bank, we measure performance in terms of ROAiaraf @perating
expenses to operating revenues (OEOR). The presence and natoekbbdlolers is captured
through three indicators: the number of blockholders; the degree ofghwmeoncentration;
the distribution of shares across blockholders with different identigevernment; families;
foreign firm). The results of our regression analyses showtligaincrease in number of
blockholders brings a negative impact on bank profitability and effagi. We also find that
ownership concentration has a positive relationship with banks’ pritifiiadind efficiency.
Moreover, we find that the distribution of ownership among differentstyfieblockholders
has a negative impact on both profitability and efficiency.

Our study thus contributes to the existing literature in thregswairst, we extended
studies on multiple blockholders by looking at the heterogeneityookbblders. We argue
that the way shares are distributed across blockholders withrediffédentities plays a
significant role in determining the impact of governance arrapgé&ron performance. We
claim that looking only at the concentration/dispersion of shares, withosidering also the
identity of shareholders, provides only a partial perspective to gpudgipal-agent or
principal-principal problems. Second, we suggest that - given the incoéasmplexity and
dynamism in ownership structures around the world, and in particubanenging countries -
traditional agency theory may be not sufficient to fully uni@derd how internal governance

systems affect firms’ strategies and results. The recdarseultiple agency and principal-
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principal perspectives (Arthurs and Johnson, 2008; Connelly et al., 2010; ldoskisal.,
2002; Young et al., 2008) can provide a deeper insight to explain what happeoHiple
blockholders firms. Third, this study shows the importance of considexmgership
composition among blockholders in banking studies. While the topic of owndiasipeen
widely investigated in banking studies (e.g. Berger et al., 2005; Bouiln, 2005; Caprio et
al., 2007; Shehzad et al., 2010), most of the works have focused only on domimaoror
shareholders, without taking into account ownership composition and thepjesegnce of
blockholders with multiple identities.

The rest of the chapter is organized as follows. In Section 2present previous
literature and discuss our research hypotheses. We also ddaberibentext of study, the
banking sector in Indonesia. In Section 3, we describe our samplablearand methods.
Section 4 presents the results of our regression analyses. lestleection (section 5), we
conclude by summarizing our results and by discussing avenues for fagearch on the

topic.

4.2 Theory and Hypotheses
4.2.1 Ownership in Banking

In the banking sector, studies of governance effects on bank pemfmenfeave
significantly flourished. In order to explain the differencesbanks’ performance levels,
several governance dimensions were analyzed: ownership str(emur€aprio et al. 2007,
Shehzad et al., 2010), ownership identity (e.g. Bonin et al. 2005; lannotia €007),
composition and change of the board of directors and CEO turnover (e.gi €rals, 2004).
Even though banks are a quite unique organizational context, the problenk gfdvarnance

does not differ greatly from the governance problem of any otiganzation (Andres and

49



Vallelado, 2008). The same core corporate control mechanisms tiighirdl the governance
of non-financial firms also influence bank operations (Caprio et al., 2007).

As far as ownership is concerned, there are at least two snpassues that have
received special attention in banking: ownership concentration and owderisty or
ownership typé Concerning the role of ownership concentration, some empirical stindie
the banking area, by using an approach similar to the one adopted fasloywrstudies in
corporate finance, try to provide evidences on the way in which owne@hgerration has
an influence on banks’ value and performances. The study of ownership indpbankvides
contradictive results regarding the impact of ownership concentration onnpaniog. On one
side, some researches revealed the positive impact of ownemsfgpntration on bank’s
performance (e.g. Caprio et al., 2007; lanotta et al., 2007; Shehzd 2€t.0). Caprio et al.
(2007), using data of 244 banks from 44 countries found that cash-flow rightseb
controlling owner have a positive impact on the bank’s valuations. Shehzdd (2010),
using data 500 banks from 50 countries found that banks with concentratedlopinave
lower non-performing loans ratio. For Europe, lanotta et al. (2007 )ausample of large
banks from 15 European countries, and evaluate the impact of alternatieesbip forms
(government, mutual, private), together with the degree of owipeisoncentration, on
performance and risk. The authors find that higher levels ownershgetration increases
loan quality and lowers risk. On the other side, some results proaidgtierent picture.
Laeven and Levin (2009), using 279 banks from 48 countries found that cashefiasy of
the largest shareholders have a negative relationship with bank’s bagkiskt Boujelbene
and Zibri (2009) found that ownership concentration increase bank’s risk-taking bekaviour

The second issue is ownership identity or ownership type. A dedtteam of research

has explored the influence of different types of owners on banks’ penfime. Government

* We provide more detail reviews on ownership cotregion and owner’s identity literatures in Chayer
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and foreign ownership are two types of owners that have recgieedbkattention in banking
studies. Several studies in developing countries, for instance, havetfairgtated-owned
banks tend to have lower performance, e.g. lower efficiency |elesl®r profitability and
higher nonperforming loans, as compared to privately-held banks @8atk 2004; La Porta
et al., 2002a; Megginson, 2005; Sapienza, 2004).

Another set of studies analyzed the comparison of foreign banks panicenwith
respect to other types of banks. The focus has been on comparing bimn frtanks perform
with respect to other types of banks in developed or in developing @suror instance,
some works though revealed that foreign banks perform better in devetmpingies (e.qg.,
Clarke et al., 2000; Dages et al., 2000; Bonin et al., 2005); other studieshwwve that
foreign banks have an inferior performance in developed countriePD@Ygung and Nolle,
1996; Berger et al., 2000). Other works have compared the ways ih Vvanagn and
domestic banks perform in both developed and developing countries. The wOl&dsgens
et al. (2001) empirically documents that foreign banks are moreagiiefithan their domestic
counterparts in developing countries, but shows that the opposite is védidaasdeveloped
markets are concerned. In much of the same vein, Demirgu¢-Kuntwaniaddh (1999) study
banks in 80 countries over the 1988-1995 periods and find that foreign bamk$ibher
margins and profits than domestic banks in developing countries, unlikéendhstrial
countries, where the opposite tends to happen as the domestic outperform the foreign banks.

The last type of ownership that has received attention in bankioly & private
domestic ownership. Although this topic has been less considered thawoth@evious
types, there is a series of studies that consider the anaflysisate domestic banks, in order
to document the more nuanced and holistic view of the relationship betwpenof
ownership and bank’s performances (e.g. Berger et al., 2005; Mian, 2068y &ial., 2004).

Such studies usually define domestic banks by comparing them tongeargr banks or
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foreign banks. In emerging countries, private domestic-owned banksuatty wentrolled by
a large domestic shareholder in the form of family, wealtlyviduals or closed firm that is
fully owned by a family. One of the issues that most charaets this type of ownership is
connected lending (lending activities to related parties). Faivdlgks often directs a
significant portion of their loan to firms that have connection whik dwners (e.g. firms
controlled by the owners’ relatives) and this tendency seerogntform even in the cases in
which these firms are inefficient (Laeven, 2001). This behaviour isrebd primarily in
developing countries with poor governance (La Porta, et al., 2003; Laeven, 2001).

Despites numerous researches on ownership structures in the bankingy inaeistid
not find any study focused on the impact of multiple blockholders on baekfsrmance.
Thus we argue that our research can bring an important to fillicky gap in the literature.
From the review of the literature related to the banking indukistrated in Chapter 2, it
emerges that there are two common ways to capture the owneosicgntration variable in
banking studies. The first way is by using the number of shares dayri@ majority or by
the largest shareholder (e.g Caprio et al., 2007; Laeven and Levin, 286%edond way is
by using dummy variables that represent banks with concentrateztsivip (e.g. Boujelbene
and Zibri, 2009; Shehzad, et al., 2010). A bank is said to have concentrakexdiuy if there
is at least one large shareholder present in the bank’s ownershguisr The large
shareholder is usually defined as the owner who has a significamint of shares in the
portfolio (using 10%, 20% or 50% threshold). However, previous studies dgrfexals
exclusively on majority owners but devote few attention to the loigian of ownership
among multiple and diverse blockholders.

In the light of recent development in the corporate governarmratlite (Attig et al.,
2009; Leaven and Levin, 2008; Maury and Pajuste, 2005), neglecting the pretandtiple

blockholdes could provide an incomplete figure of what happens in a bank’shgowe
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structure. Moreover, traditional theoretical explanations rooted incgg#eory could not
adequately address the problems and conflicts arising betweererliffgpes of principals,
rather than between the management and a single large sharébadeelly et al., 2010;
Young et al., 2008). In order to address such limits, we first bniefhew the more general
literature that has investigated the influence of multiple l&tgekholders on performance,
and then present a set of hypotheses based on multiple agency amgalgpmacipal

theories.

4.2.2 Multiple large shareholders and performance
Several studies have revealed the increased presence oblacgbolders in the corporate
governance arrangements of companies around the world. Faccio et al, {@0bitance,
pointed out the presence of multiple blockholders (MB) or multiple latgeeholders in
about one third of publicly-listed firms in Asian countries includinagngl Kong, Indonesia,
Japan, Malaysia, Philippines, Singapore, South Korea, Taiwan andafthalleaven and
Levin (2008) found the same picture in a set of Western Europe cauiniclading Austria,
Belgium, Finland, France, Germany, Ireland, Italy, Norway, R@ait Spain, Switzerland and
the United Kingdom. Similarly, the relevant presence of MBd®es documented also in the
U.S, a country in which ownership patterns are generally believdxk twidely dispersed
(Holderness, 2009). This evidence has persuaded many scholars tordtespresence of
MB and investigate its effect on firms’ market value and financial perforenanc

Despite many efforts have been made to study MB, what wentyrtenow is still
little and the findings are still largely inconclusive. Somadsts have supported the
dissertation that the presence of MB has a positive impactros.fifor instance, Maury and
Pajuste (2005), conduct a study on Finnish firm-level data and findathabre equal

distribution of votes among large blockholders has a positive effedtrranvalue. Each
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blockholder is believed to have specific and additional incentives ahitiealto influence
management (e.g. through putting persons on the board of directorspughthiquidation)
and monitor managerial choices that could help to curtail non-valuawnizéng behaviour on
the part of management (Gunasekarage, Hess, & Jie, 2007; Maury pste,P3005).
Moreover, the presence of a second block shareholder can alleviat@ritering problem.
MB help to create contestability among block shareholders duhagdécision-making
processes (Bloch and Hedge, 2001) and decrease the possibility @prextjon by a major
shareholder at a cost for minority owners and for firm value (Attig e2@09).

On the other side, other studies have predicted that MB have pactinon
performance, others have even argued that they can have a negpace on performance.
Singh and Davidson Il (2003) find that the presence of outside block ownarehip
necessarily reduces agency costs in listed large US cagmsathe addition of a new large
holder does not necessary mean additional monitoring since there Ineightfree riding
problem. The new block shareholders could rely only on the monitoringgsro€¢he largest
shareholders should they consider this option as the most efficietfiefor As control and
residual incomes are divided among a larger group of shareholteraptivation and ability
of blockholders to control diminishes (Singh and Davidson Ill, 2003). Thet efffiet
blockholders can have on performance depends on the blockholders’ abitifjuemce a
firm’s strategy. Such ability is related with blockholddm&ick size or direct involvement in
the decision-making process (Cronqvist and Fahlenbrach 2009). Thehads®ckholders’
number increases, the more it limits the ability of smallexckiolders to effectively
challenge the largest blockholder (Crongvist and Fahlenbrach 2009; Konijn et al., 2011).

Although previous literature has led to conflicting views about theepoes of
multiple blockholders and its impact on bank performance, we arguehthanpact in this

research is more likely to be negative, for several reasonghel pwnership concentration
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matters less in countries with strong legal protection for shatetsohnd, on the contrary, it
plays a significant role in countries where the shareholderscpiootes low (La Porta et al.,
1999). Indonesian banking, however, is characterized by a less tiestiiegulatory
environment (Sato, 2005) and thus in this institutional condition, ownershipntatae in
banks can be potentially important for bank governance (shareholder nmgnitgpothesis)
and ultimately help performance (Kim, Lee, & Rhee, 2007). 2) Theifgpproblems in the
banking industry, like moral hazard and asymmetric information, hatezngieed internal
governance mechanisms (management ownership, board composition and dualigy)
insufficient governance mechanisms (Booth, Cornett, & Tehranian, 2@M&pership
concentration is associated with the research of prospective inifonnaoout managerial or
board strategies. Large share-owners then collect forward-loakiognation in order to
alter the course of action of the firm, especially if the bgandues strategies against their
interests. On the contrary, if ownerships are highly dispersed calockholders, it may

reduce such incentives (Tirole, 2006). Based on this argument, we argue that:

Hp 1: Ceteris paribus, a higher number of blockholders is negatively assoaiath
bank performance.
Hp 2: Ceteris paribus, a higher degree of ownership concentration of blocktaéde

positively associated with bank performance.

4.2.3 The heterogeneity of blockholders: insights from multidgency and principal-
principal theories

The above mentioned studies rely on the numbers of blockholders and distrdfigimares
among blockholders to investigate the impact of multiple blockholdersemee. Such

studies, however, tend to assume that owners are relatively homogamodiseir incentives
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and ability to monitor are mainly influenced by their equity posgi The underlying

assumption is that, as the shares of additional blockholders increakeesstheir motivation
and effort to influence and monitor the management of the company.vieigwee claim that

neglecting other factors that might influence owner’s incentigesnonitor managerial

choices can lead to a partial understanding of what happens in mblbpkholders contexts.
In particular, as suggested by multiple agency and principatipal theories, we claim that
the identity of the different blockholder is one of such relevanbfadhat should be taken
into consideration.

While agency theory focuses on the relationship between owneérsmanagers,
generally assuming that ownership is either widely diffusedn(@ublic corporations) or held
by a single large shareholder, in MB firms the relationsl t® be more complex. Managers,
in fact, will have relationships not with a single owner, but &itet of diverse owners. More
recent developments of multiple agency theory and principal-printiparies seem to be
better equipped to explain such contexts. Multiple agency theoryimssnconflict of
interests among more than one agent group when at least one ofriteisgennected with
different principals (Athurs and Johnson, 2008; Child and Rodriguez, 2003; Goenal.,
2010; Filatotchev and Allcock, 2008). Thus instead of addressing a one-telatienship,
multiple agency theory examines a many-to-many relationship to explaonoes. Principal-
principal theory emphasizes the relationship between owners, focusipgrticular on
conflicts between controlling and non-controlling shareholders. Most combrisuinder this
perspective refer to emerging countries, where the diffusematé concentrated ownership,
combined with weak external governance mechanisms, result in ritecoiaflicts between
controlling and non-controlling shareholders (Dharwadkar, George, & BsaR@60; Morck,

Wolfenzon, & Yeung, 2005).
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Both multiple agency theory and principal-principal theory empleagitical issues in
the analysis of firms controlled by multiple blockholders whighaantral for the purposes of
our study. First, they recognize that shareholders represent angeeteus set of actors,
characterized by a diversity of objectives, interests, invedtimerizons, strategy and risk-
level preferences (Colpan et.al, 2011; Cucculelli, 2009; David et al, 2aiskisson et al.,
2002; Munari, Oriani, & Sobrero, 2010; Pedersen & Thomsen, 2003). Under thjsthight
mixed results for owner influence on firm performance “[...] maydoe in part to the
preponderance of empirical studies that amalgamate diverse fornmwvners despite
important differences in their investment horizons and ability ffecia firm actions”
(Connelly et al., 2010, p. 1573). Second, both theories emphasize the impastance
characterizing owners according to their identities in order tteibilentify the respective
main interests they aim to. This passage is fundamental in tordéentify cases in which
interests are misaligned and may lead blockholders to compbteadh other to gain private
benefits. Such settings create thus a potential for “confljctioices” among the various
groups of shareholders (Hoskisson et al., 2002), and also a situation ineablt agent may

face conflicting choices concerning which principals’ interests wiidrged.

4.2.4 Heterogeneous blockholders and performance in the banking industry

Previous studies that examined the ownership structure found thatewmliffeypes of

ownership have different objectives. As a consequence, they arg tikehfluence in a

different way the strategic behaviour of firms their investe(Ciolpan, et al., 2011; David et
al., 2010; Douma et al., 2006). For instance, a study by Colpan et al. (BQEpan shows
that, foreign and domestic owners have different investment objecawel strategic
preferences, related with firm diversification strategies aagital commitment. The

relationships between diversification strategy and firm grawghstronger for the firms with

57



higher domestic rather than foreign ownership. At the same timeetationships between
diversification measures and profit outcomes are more positivesigs da which foreign
investors have higher ownership than domestic investors.

The differences between large blockholders’ interests and olgectis they are
postulated by multiple agency and principal-principal theoriespargcularly relevant for
ownership studies in the banking sector. As a matter of fact, bemksaally associated with
other objectives besides profit maximization (Megginson, 2005). This igodtree central
position of banks for the whole economic system and also to the natiimeirabusiness. In
some cases, banks are even set up in order to pursue other objeesicks profitability,
such as agent of economic development or agent to raise fund for @frbuginess. The
different additional goals followed by banks are usually related withddeity of the owners
who control them and that usually play a big role in deciding the use of bank’s ressuctes
as, for example, the type and focus of bank’s lending to firms (La Porta et al, 2002b).

There are three major types of blockhoders’ identities thatsarally analyzed in the
banking studies due to their relevance and diffusion in the corporatengoge arrangements
of banks across the world (Berger, Hasan, & Zhou, 2009; Micco et al., 26@8tateor
governmentfamiliesandforeign financial institutionsEach type of blockholder usually has
distinctive objectives or interests besides profitability or valiable 4.1 provides a summary
of bank’s objectives relative to the ownership identity.

Government-controlled banks may play a useful credit-smoothing role #ieae
lending behaviour is much less responsive to macroeconomics shocks tHandihg of
private banks, both domestically and foreign owned (Micco and Panizza, 2008)isT
related with their function as agents of development. The very high rionpgrg loan ratios
for state-owned banks could be a reflection of the different goaldeaddhg directives of

these organizations, since State owners may also be concerhetivancing other social or
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political goals (Berger et al. 2005). Family banks are usuadigted in order to support their
affiliated business by providing funds for the group necessities armelbying an internal
market within the firm in order to try to circumvent restrictioms offshore financing.
Therefore the close interrelationships between finance and owmangthiese banks increase
the level of connected lending (Claessens et al., 2001; La Paita 2002b). Foreign banks
and financial institutions’ presence in one country are stronghemry the will to expand
and to increase banks’ performance (Clarke et al., 2002). Sincéakeydifferent priorities
and business focuses (usually related with their portfolio diveasdit), their lending pattern
tends to ignore domestic priorities (Bayraktar and Wang, 2004). Fudheyr foreign owners
are often concerned with the value of their entire internationaln@aj#on, instead of
focusing on the value of the single banks; they allocate grehseess of their lending
portfolios to commercial and industrial loans instead of domestic lzartkghey have limited

activities in small business lending (Clarke, et al., 2000).

Table 4.1
Identity of blockholders and bank’s objectives

Identity of the blockholder
Bank’s Objectives
Central Government Families Foreign Bank
Profit maximization Low Medium to High High
Soundness Low to medium Medium High
Social Welfare High Low Low
Regional development High Low Low
Access of financial service High Low to medium Low
Portfolio diversification Low Medium to High High
Connected lending Medium High Low

Thus, one condition that could make MB negatively associated with asbank’
performance is the rise of potential conflicts in terms of djes and priorities (Faccio,

Lang, & Young, 2009). Considering such heterogeneity, we arguethtbapossibility of
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conflicts is higher in banks controlled by blockholders that have difteidentities. This
could ultimately decrease the bank’s performance since these idesit®uld exceed the
benefit from additional monitoring. Thus:

Hp 3: Ceteris paribus, a higher diversity in blockholders is negatas$pciated with

bank performance.

4.3 Multiple blockholders in Indonesian banking industry

As follows we will provide a description of the research coniexthe attempt to
explain its suitability and interestingness for the curresearch questions. The financial
crisis in 1997-1998 forced the Indonesian Government to launch a compitectiging
program of the banking sector including nationalization of some privatksb@fter the
restructuring process, the government launched a privatization pragramich some of the
banks that had been nationalized were sold back to private investors.tiaraddime of the
state banks went public, even if the majority of shares wetehstd by the government.
Moreover, there were frequent shares transfer activities intprbanks from family owners
to private investors, merger and acquisitions activities and so on.

We can find a more and more interesting landscape as we hdegsealook to the
shares distribution of each bank. Table 4.2 provides some examples othmtndsperience
dynamic ownership distribution. We see how banks have more than one blockivaiithe
different identities. Their distributions of shares are also gihgnfrequently in 2000 -2009
period. Such changes do not concern only share distribution among tkieolbdecs, but also
the changes in type of blockholders identities. From this it i teasee that it might not be
sufficient to focus only on major owners in order to capture ownershigige. During 200-

2009 period, there are many banks that experience this kind of ownershtprstchanges in
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Indonesia. It is interesting to investigate what is the imphtitese changes, with a particular

focus on their impact on bank performance.

Table 4.2
Example of Banks with Multiple Blockholders

Initial Condition First Change Second Change
Shares Identity Shares Identity Shares Identity
26.87 Closed firm (Family) 24.43 Foreign 25.31 | Closed firm (Family)
20.88 Foreign 23.04 Foreign 24.43 Foreign
18.67 Closed firm (Family) 14.14 Closed firm (Family) | 23.03 Foreign
Exainple 15.52 Foreign 9.84 Closed firm (Family) 7.76 Foreign
18.06 Public (<5%) 7.76 Foreign 7.68 Foreign
7.68 Foreign 11.79 Public (<5%)
13.11 Public (<5%)
97.17 Central government 31.55 Family firm 44 51 miafirm
Example 2.83 Public (<5%) 31.55 Foreign 4451 Foreign
2 26.17 Central government 10.98 Public (<5%)
56.68 Central government 93.69 Central government| 51.23 Foreign
Exa;nple 16.74 Closed firm (Family) 6.31 Public (<5%) 22.49 Central government
26.58 Public (<5%) 26.28 Public (<5%)

4.4 Data and Methodology

4.4.1 Sample and data sources

Data on bank ownership and financial performance in Indonesia were @dlfesnn the Bank
of Indonesia (the Indonesian Central Bank). We also used bank’s ahaeports derived
from Bankscope and information on the banks’ websites as complemelatiarysources.

Using such sources, we were able to collect data on the wholeapopudf Indonesian banks
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over the period 2000-2009. Our final sample is constituted by 120 hdmka total of 1147

observations, thus representing an unbalanced panel dataset.

4.4.2 Measures

4.4.2.1 Dependent variables

We measurdBank Performanceour dependent variable, using two different performance
variables which are common in banking studies (Lin and Zhang, 2008us&/&eturn on
Assets ROA), defined as the ratio between net income and total agsaisder to measure
profitability. We also compute the ratio of Operating Expense todfipg RevenueQEOR)

for measuring efficiency. Whereas a higher ROA value indidaigher profitability, a higher

OEOR value means lower efficiency levels.

4.4.2.2 Independent variables

Our independent variables try to capture a set of ownership amantge related to the
presence of MB. The variablHumbers of BlockBlocks) simply counts the number of
different blockholders present in a bank in a given year. We identftkblof shareholders
basing on thresholds typically adopted in previous literature (Facibarg] 2002; Faccio et
al., 2001; Holderness, 2009; Konijn et al., 2011). In our study, we define a blockhslde
shareholder owning shares summing to 5% or more. We use the 5%oltireisice it is the

level at which shareholders are required to reveal their owpenshindonesia. Although
there are some studies which also used a 10% threshold (Attig @0@9; Maury and

Pajuste, 2005), given the lack of an accepted theory on block ownership, the prudent course of

®> We decided to exclude Islamic banks from our sarspice those banks have different activities affdrent
regulations from conventional banks. We also exatudhe branch bank since a branch bank is only a
representative of foreign bank that run by a cquntanager who is responsible to the central offidgs is not

fit with our research question that explores ownigrstructure.We have to exclude nine banks fromsample
due to incomplete data on ownership structure avahé€ial reports. Most of them are banks that vetweed or
merged at the beginning of our sample period.
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action is to have a sample of large shareholders as broad as ep@skildlerness, 2009).
Using information from the Bank of Indonesia, we were able to idenkié ultimate
ownership stakes of each bank, so that our definition of blockholders inddottedirect and
indirect voting rights (Faccio et al., 2001).

To measure the degree of ownership concentration among blockholders
(Concentration), we compute an Herfindhal index as done in the paper by Konijh et a

(2011). The index is computed as follows:

Herfindahl = [(%BlockSharel) + (%BlockShare2) + . . . + (%BlockSharé5)]
[(%BlockShare1) + (%BlockShare?)+ . . . + (%BlockShare5)

whereBlockSharels ownership share of the first blockholdBlpockShareds the ownership
share of second blockholder, and so forth until the fifth blockholder. As doKerbyn et al.
(2011) we use the scaled Herfindahl index, where scaling is pedowrnsing the total
combined block ownership of the largest five blockholders. In this wayaneeable to
separate the effect of dispersion from the effect of total aoedkblock ownership. The value
of the Herfindal index increases as the ownership shares beamores concentrated.
Therefore, a low value of the Herfindahl index implies a low concentrationiemdersa

The third ownership variable we computddiyversity, is a measure of ownership
distribution across different categories of block shareholderscéingputed using an entropy
index, which represents a modification of the entropy of product dieatsdn introduced by
Jacquemin and Berry (1979). We use entropy to measure the levehefstip dispersion by
taking into consideration the number of owners’ identity and thativel share of each
identity in the total shares. To construct such variable, vgé dgiouped blockholders into

three different types of identity, using information provided by BankImfonesia:
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Government (including in this category both central and regional gmesttsy; Families
and Foreign financial institutiofis

We were thus able to compute the distribution of ownership shardwse three
different categories. We then computed the entropy index as tightee average of the
shares of each identity group. The weight for each identiypts the logarithm of the

inverse of its shares. Thus we computed entropy as follows:

Entropy =) Piln i
i=1 Pi

Where,P; represents the portion of shares of each owner’s identity groumatshatres of all
blockholders shares. A higher value of the entropy index implies a fdgdparsion of shares

across blockholders with different identities.

4.4.1.3 Control variables

We also included in our analyses a series of control variablesat@acommonly used in
studies on the banking industry in order to capture bank characte(St=man, Esho, &
Sharpe, 2002; Levine, 2002). We used the natural logarithm of bank’s te¢hl@ize to
control for size effects. We then used a bank’s market share, anjpueach year as the
ratio of a bank’s asset to the total assets of the Indonesia fankiumstry AssetSharg to
control for market power effects. We also includedghare of non-interest revenoa total
revenue(NonIntReV), the ratio ofrisk free securitieso total assetsRiskFree and the share

of loansto total depositsLDR) to control for the loan portfolio orientation of each bank. We

® Concerning ownership by theentral governmentwe included in this group large stakes held bynisry of

Finance, State Agency, State-owned company, Statiedled cooperative; State-controlled foundatidithile
in the first case the control is ultimately undiee Ministry of Finance, in the case of ownershipabsegional
government the control is under a regional instityta province or a city government.

"We put also Individuals within this group, as ddneFaccio and Lang (2002). We also include cldireas,
since they are usually owned by a single individhfa family in Indonesia.

8 We put foreign banks or foreign financial instituts in this category.
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then computed the ratio dixed assetselative to total assets-ikedAs9 and the ratio of
human resources expengetotal expensedersor) to control for the resource intensity of
the banks. We finally included year dummies to control for tempdiedtefon performance.

Table 4.2 presents the summary of all such measures.

Table 4.3
List of Variables

Variables Measures
Return on AssetdfROA) Net income divided by total asséBrofitability)
Operating Expense to Operating Rever@EQR) | Operating expense divided by operating reverkigic{ency)
Numbers of BlocksElocks) The number of blockholders
Blockholders’ Concentration Ratio Herfindhal index of the ownership shares of the fargest
(Concentration) blockholders
Blockholders’ Diversity Diversity) Entropy index of the distribution of ownership sfgmacross

different types of blocholders

Bank’s Size §izé Logarithm natural of bank’s total assets
Bank’s Asset shareA§setSharg Bank asset to total asset of the banking industry
Risk-free Asset RatioRiskFree) Risk-free asset divided by total asset
Non-interest Income RatidNpnIntRev) Non-interest revenue divided by total revenue
Loan to Deposit Ratid DR) Total loan divided by total deposits
Personal Expense RatiBdrson Salary expense divided by total asset
Fixed Asset RatioHixedAs9 Fixed asset divided by total asset

4.4.2 Methods
The initial regression model we use in our analyses is a poadii#tary least squares (OLS)
model with year dummies. Following Maury and Pajuste (2005), the €3lifhates in this
model are calculated using the fully robust variance-matrixmasdr, which allows for
within-cluster (firm) correlation and heteroskedasticity (Maand Pajuste, 2005). The robust
estimator assumes neither particular kind of within-clustenetairon, nor particular form of
heteroskedasticity. This specification relaxes the independesuenpiion required by the
OLS estimator just to independence among the clusters (firms).

In the robustness check section of the paper, we also presentirtiegtess computed

with other regression models, in order to deal with specific ecamicnssues. A first critical
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issue we dealt with is represented by the problem of endogeAeitprding to previous
literature, there is reason to believe that ownership structioesome extent affected by firm
performance, because the controlling owners may retain controbbfifyns with favourable
prospects. Demsetz and Lehn (1985) and Demsetz and Villalonga (@@QE that the
market succeeds in bringing forth ownership structures that@se i optimal. They suggest
that ownership structures are firm-specific because of the differenties circumstances that
firms face, such as economies of scale, regulation, and ah#itgtof the environment in
which they function. Moreover, a firm’s decisions, also in termsooparate governance
arrangements, are influenced by expected performance (Demsktslialonga, 2001). We
therefore run additional econometric models to treat the ownershgbhkeias endogenous.
Following the paper of Maury and Pajuste (2005), we adopt the appobatérmalin and
Weisbach (1991) and use the lagged values of the ownership varialthesiraastrument
variables. Since we find different changes that occur within banksvirership over our
sample period, we use this technique to control possible bias duejtinthendogeneity of
our ownership variables. For example, good performance may resulther leginership
concentration, since the controlling owner might tend to retain comirbfms with good
performance. In this case the regression of performance on dwmesasiables would have
been biased because of changes in ownership structure resulérely nirom past

performances.

4.5 Analyses and Results
4.5.1 Descriptive analyses
We first provide some descriptive statistics about our samplele T&3 illustrates the
distribution of the banks included in our sample according to the idesftithe majority

owners. In general, the number of banks in Indonesia has decreasdoneyanainly as a
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consequence of repeated merger and acquisitions (M&A) actiwtigsh characterized the
restructuring phase of the industry. The number of banks that ared dwnthe central

governments has decreased in the 2000-2009 period, due to the privatizatesses of

some nationalized banks. The share of family-controlled banks has etsasksl, since some
families could not afford to inject new capitals as the Cemealk increased the capital
requirements. Besides, some family banks were closed or soldeignfanvestors. On the
other hand the numbers of banks owned by foreign investors has steadised as a result

of the Central Bank policy to make the banking industry more open to foreign investment

Table 4.4
Number of Banks in Indonesia and identities of major blockholders (2062009)
Identity of Majority Year

Owner 2000 | 2001| 2002] 2003 2004 2005 2006 2007 2008 2009
Central Government 17 16 14 12 10 10 9 10 8 9
Regional Government| 26 26 26 26 26 26 26 26 26 26§
Family 59 59 57 57 56 54 53 48 41 36
Foreign Investors 18 19 23 25 24 26 27 29 30 3]

Total 120 120 120 120 116 116 11% 1138 105 102

Table 4.4 provides the distribution of banks, according to the presenblabf
holders. We found that, at the beginning of our sample period, the magbribanks
registered the presence of multiple blockholders and thatnaspassed, the numbers were
reducing. This is the result of M&A activities and of the falsht some of majority
shareholder were gradually buying the shares from existingkhmtaers. Table 4.4
documents however a significant share of Indonesian banks controlled kiaddtters with
different identities, ranging from around 25% of the banks in 2005 to 14%edbanks in

2009.
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Table 4.5
Multiple blockholders (and related identities) in Indonesian baks (2000-2009)

Category Year
2000 | 2001| 2002 2003 2004 2005 2006 2007 2008 2009
Single Blockholder 54 55 56 56 52 5] 53 56 5[7 59
Multi. Block. (same identity) 42 42 41 42 39 31 41 35 33 29
Multi. Block. (diff. identity) 22 23 23 22 25 28 21 22 15 14
Government & Family 8 b a 5 6 4 4 2 2
Government & Foreign 3 b 8 7 7 6 1 1 1 0
Family & Foreign 6 10 10 11 18 16 16 17 12 12
Total 120 120 120 120 116 114 11% 113 105 102

The results of descriptive statistic for each variable caiolred in table 4.5. In order
to avoid the impact of outlier observation, we dropped observations thavalaes below
1% quartile and above 99% quatrtile for each dependent variable andathéhe statistical
analysis. First, we put banks into three categorical groups basibé pnesence of multiple
blockholders, which are banks without the presence of multiple blockholdergstwme
banks with the presence of multiple blockholders ownership and banks wiphedence of
multiple blockholders with different types of ownership identities. nTh&sing one way
ANOVA we investigated whether there are differences betwleeithree groups in terms of
their ROA and OEORThe null Hypothesisvasthat there is no difference between the three

groups in terms of their ROA.

Table 4.6
Descriptive Statistics
Variable Obs Mean Std. Dev. Min Max

Concentration| 1142 68.431 30.374 8.0884 100

Diversity 1142 0.243 0.320 0.000, 1.338
ROA 1142 0.020 0.043 -0.521 0.320
OEOR 1142 0.867 0.409 0.181 6.283
Person 1142 0.021 0.019 0.001 0.457
LDR 1142 0.750 0.545 0.012 9.290
FixedAss 1142 0.038 0.036 0.001 0.282
Riskfree 1142 0.193 0.163 0.000, 0.928
NonIntRev 1142 0.081 0.087 0.002 0.801
InAss 1142 14.398 1.864 9.375 19.730
MSass 1142 0.008 0.025 0.000, 0.270
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Table 4.7
Summary Statistics of ROA
Three Groups Multiple Blockholders Banks

Ownership’s Category of Mean | Std. Dev.| Freq.

Bank
Non Multiple Blockholders 0.0293| 0.0203 537
Multiple Blockholders 0.0125| 0.0251 374
Multiple Blockholders-
Different Owner’s ldentity 0.0186 0.0268 211
Total 0.0217]  0.0245] 1,122

Table 4.6 and Table 4.7 show the summary statistics of three groops ANOVA
test output we found the f-value of 59.47 for ROA and 444.95 for OEOR havacsigods
of less than 5%, and therefore we reject the Null Hypothesis.alte use Bonferroni
techniqgues and we found thall categoriescreate three subsets of the categories; all 3

categories are different as all significance at 0.05 level.

Table 4.8
Summary Statistics of OEOR
Three Groups Multiple Blockholders Banks

Ownership’s Category of Mean | Std. Dev.| Freq.

Bank
Non Multiple Blockholders 0.7852 0.1963 534
Multiple Blockholders 0.8986 0.1875 370
Multiple Blockholders-
Different Owner’s Identity 0.9117 0.2657 211
Total 0.8468 0.2166| 1.115

4.5.2 Regression results
We first ran six regression models separately for eachndigmt variable, ROA and OEOR,
and each independent variable related to the presence of multiple bitsarkhoWe

introduced separately the ownership variables in order to avoid oliniéarity problem,
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since Table 4.8 shows the presence of high correlation between ihlelesicapturing the
number of blockholders and concentration of ownerships stakes. Tablgdr$ the results
of our regression analyses.

From the regression results, we can conclude several findtirgly, the number of
blockholders is negatively correlated with ROA, and the relationsisiaiistically significant
at the 1% level. We can conclude that the increase in the numbeckhblders is associated
with a decrease of profitability, as measured by ROA Tsd#e 4.9, Column II). Similarly,
the numbers of blockholders is negatively correlated with OEOR anatdégicient is
statistically significant at the 1% level (Table 4.9, Columh Vhis suggests that an increase
in the number of blockholders is associated with lower efficiéengis for banks. In general,
the results support our hypothesis that the number of blockholders tsvalgeelated with

bank’s performance and.
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Table 4.9

Correlation Matrix of All Variables

ROA OEOR Blocks Concentration | Diversity LDR Person | FixedAss | RiskFree | Nonint AssetShare Size
1.0000
ROA
OEOR -0.6890* 1.0000
NumLS -0.2604* 0.1928* 1.0000
Concentration 0.3092* -0.2209* -0.8427* 1.0000
Diversity -0.0846* 0.1374* 0.3408* -0.3803* 1.0000
LDR 0.1214* -0.0365 0.0114 0.0105 0.1050F 1.000p
Person -0.1799* 0.2739* 0.0685* 0.0187 -0.15107 0.0662* 0000
FixedAss -0.3426* 0.3753* 0.2287* -0.2471* -0.0908% -0.0934* 0.4986* 1.0000
RiskFree -0.0831* 0.0065 -0.0086 -0.0483 -0.0247 -0.2986* .1996* | -0.0711* 1.0000
NoniIntRev 0.0427 -0.0268 -0.0843* 0.0654* 0.096917 0.1835* 2485* | -0.1396* 0.0386 1.0000
AssetShare 0.0203 -0.0328 -0.1454* 0.0195 0.0097 -0.0779* 407 | -0.1175* 0.2201* 0.1309* 1.0000
Size 0.1732* -0.2026* -0.2308* 0.1370* 0.1149* -0.058% 0.4060* -0.4310* 0.1384* 0.2316% 0.6499* 1.000
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Table 4.10
Regression Results for ROA & OEOR
The table presents the regression results. Thdugwdin parentheses) are based on robust staedamd that
are corrected for clustering at the firm level. Wso include year fixed effect but we do not shberitesults for
space reasons. *,** *** indicate significance at%05%, 1% levels, respectively.

Dependent Var. ROA OECR
Model | 1l Il v \% Vi Vi VIlI
Constant 0.013 0.025 .002 0.010 0.899*** 0.811*** 0.984*** 0.944%*
(0.454) (0.169) (0.888) (0.566) (0.000) (0.000) (0.000) (0.000)
Blocks -0.003*** 0.023***
(0.003) (0.005)
Concentration 0.000™ -0.002%
(0.000) (0.000)
Diversity -0.017** 0.224***
(0.011) (0.000)
Person -0.086 -0.131 -0.192 -0.117 2.631*** 0.010** 3.626%*** 3.019%**
(0.531) (0.352) (0.170) (0.408) (0.017) (0.010) (0.002) (0.009)
FixedAss -0.212%** -0.180%*** -0.154%** -0.208*** 1.519%** 1.268*** 1.022%** 1.470%**
(0.000) (0.000) (0.000) (0.000) (0.000) 0.001 (0.007) (0.000)
RiskFree -0.012 -0.011 -0.010 -.012 0.070 0.063 0.055 0.074
(0.221) (0.246) (0.288) (0.190) (0.397) (0.422) (0.475) (0.319)
NonIntRev -0.011 -0.014 -0.016 -.010 0.274 0.295 0.310* 0.261
(0.511) (0.402) (0.341) (0.542) (0.142) (0.109) (0.088) (0.143)
LDR 0.004 0.004 0.005 0.005 -0.006 -0.010 -0.013 -.019
(0.307) (0.251) (0.203) (0.151) (0.884) (0.811) (0.752) (0.623)
Size 0.001 0.001 0.001 0.001 -0.013 -0.010 -0.010 -0.018**
(0.376) (0.606) (0.556) (0.224) (0.179) (0.287) (0.262) (0.059)
AssetShare -0.039 -0.047 -0.032 -0.054 0.461 0.528 0.411 0.665*
(0.381) (0.293) (0.521) (0.231) (0.216) (0.151) (0.310) (0.084)
Num Obs. 1,122 1,122 1,122 1,122 1,115 1,115 1,11% 1,115
R? 15.31 19.07 21.13 17.31 16.41 19.1 21.9 20.99

Moving to the influence of ownership concentration across blockholders on ROA,
Table 4.9 (Column IIl) shows a positive coefficient of the Concentratariable, statistically
significant at the 1% level. This suggests that the increa®dockholders concentration is
associated with the increase in ROA. The Concentration varghkgatively correlated with
OEOR, and that the relationship is statistically significanhatl% level (Table 4.9, Column
VII). This suggests that the increase in blockholders concentratiassciated with the
decrease in OEOR. Our results therefore support our second hypottating that the
increase in ownership concentration (or, alternatively, lower oWwiperdispersion across
blockholders) is associated with higher bank performance (both in térprsfitability and

efficiency).
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Third, Table 4.9, Column IV, shows that the diversity of blockholders istinetya
correlated with ROA, the relationship being statistically significathe 1% level. Moreover,
the coefficient of the Diversity variable is also positivel statistically significant at the 1%
level in the regression model with OEOR as dependent variablee(#adl Column VIII).
These results suggest that the increase in blockholders diversagsigiated with the
decrease in ROA and the increase in OEOR. We thus find suppatirfdhird hypothesis
stating that the distribution of ownership across blockholders witlerdrit identities is
negatively related with bank performance. The different identiidsockholders may thus
lead to divergent objectives and conflicting voices between blockholdeimataly
hampering the financial results.

Finally, it is important to notice that, even though the regres&sults show that
number of blockholders and concentration are statistically signifithe magnitude of the
coefficients are very small. On the other hand, the magnitude ao#fécient Diversity is
larger, especially on the model using OEOR as dependent variahlessubgesting the
importance of considering the heterogeneity of blockholders in the stodieownership

structures and performance.

4.5.3 Robustness check

In this section, we address some specific econometric issuedyingl®ur analyses. First,
we deal with the endogeneity of ownership. Following the analysis of Hermalin aistéath
(1991), we use the lagged values of the ownership variables as threimigist variables. The
results using instrumental-variable regressions reported in BabCe largely confirm our
previous findings that the number of blockholders and the blockholders'sitjvédrave
negative effects on bank performance, and that the blockholders caticantras a positive

effect on bank performance.
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Table 4.11
Regression Results Using Instrumental Variable

The regressions include all control variables aedrydummies (not showed), as in the main regresamuafels
presented in Table 4.9. The p-values (in parenff)em® based on robust standard errors that arected for

clustering at the firm level. *,** *** indicate sigificance at 10%, 5%, 1% levels, respectively.

Dependent Var. ROA OEOR
Constant 0.033* 0.011 0.013 0.081*** | 0.969*** | 0.967**
x.77) (0.60) (0.75) (5.04) (6.40) (6.29)
, -0.003*** 0.025***
Predicted Blocks (-3.33) (3.11)
: : 0.000*** -0.002***
Predicted Concentration (4.52) (-4.02)
, R -0.016** 0.213**
Predicted Diversity (-2.36) (3.50)
Num Obs. 989 1,004 1,004 987 999 999
R® (%) 21.32 22.83 1751 21.13 24.47 22.34

In our main regressions, we use OLS regression frameworkaaniabicfor clustering
at the firm’s level (which generally reduces the t-values), &g do not assume that the
within firm variation of variables is independent. As typical inlidgawith panel data, we
have also performed additional estimates based on fixed and randota eftgessions to see
whether some unobserved firm effects may bias our results. Wertia the Hausman test
the assumptions of fixed or random effect models. The test reswoits that, for the model
with ROA as dependent variables, it is fit to use the randonstefiedels. On the contrary,
the test rejected the possibility to use the random effechatsti for the model on OEOR,
and therefore we applied the fixed effect estimator. The ssigme results reported in Table
4.11 using random effect gave similar results to those reportedbie ##®, based on OLS
specification with control for clustering at the firm’s leveherlfixed effect models gave us
slightly different results, probably as a consequence of theetinvariation over time of the
ownership variables. The variable number of blockholders and ownershipntatioa
turned out to be insignificant in the OEOR regression, whereas thableablockholders

diversity maintained its positive and statistically significeffect. These different results
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probably are due to the fact that fixed effect model is notofitrégression with dummy

variables as independent variables.

Table 4.12
Regression Results Using Fixed & Random Effect

The regressions include all control variables aedrydummies (not showed), as in the main regresamuafels
presented in Table 4.9. The p-values (in parenff)em® based on robust standard errors that arected for
clustering at the firm level. *,** *** indicate sigificance at 10%, 5%, 1% levels, respectively.

ROA OEOR
Depeg((j)c,;r\]t var. Random Effect Fixed Effect
| Il 1] I Il I
Constanta 0.034** 0.015 0.022 0.960*** 0.918*** 0.935***
(0.018) (0.285) (0.117) (0.000) (0.000) (0.000)
Independent Var.
Blocks -0.003*** -0.002
(0.000) (0.778)
Concentration 0.000™ 0.000
(0.000) (0.272)
Diversity -0.009** 0.120***
(0.017) (0.001)
Num Obs. 1,122 1,122 1,122 1,115 1,115 1,115
R? Overall 12.97 11.13 7.67 7.67 5.77 11.46

Finally, we wanted to test how robust our results are to an dltern@erformance
measure. As an alternative dependent variable, we thus used reaquityn(ROE), which is
calculated as the operating profit divided by total equity. Siigjlave used the ratio of
operational or overhead costs to total costs as an alternativablearfior efficiency
measurement. We also tried to use another measures for the catnmeficispersion of
ownership, more precisely the HHI_difference (ownership dispersidnjfive largest
blockholders measured by: (BlockSharel-Blockshare2)BlockShare2-BlockshareB)
(BlockShare3-Blockshare) (BlockShare4-Blockshareb) or the sum of squares of the
shares differences between the first and the second blockholder,ctivel snd the third
blockholder, the third and the forth blockholder, and the forth and the fifth blockh#itdig
et al., 2009; Maury and Pajuste, 2005). The findings (not reported merggrerally in line

with those using main models.
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4.6 Conclusions

In this chapter, we have analyzed the effects of the presenadtgdlenblockholders on bank
performance using data from Indonesian banking sector in 2000-2009. Not onlyvbave
focused on the distribution of ownership among blockholders, but we have alsteoenhs
the distribution of shares between types of owners. In line Wélptedictions of multiple
agency and principal-principal theories, we argued that the identitieultiple blockholders
play a significant role in determining the effects on final performance

In general we found that banks in Indonesia are mostly (55-60%)dolaypesingle
large shareholders. This figure is similar to a cross-counagysby Caprio et al. (2007),
showed that banks typically do not have dispersed ownership, but insteattearcontrolled
by large shareholders in term of families, foundations or tage SMoreover, Laeven and
Levine (2009) argued that in countries with weak shareholder protéatusn size of shares
is a crucial aspect. They found that concentrated ownership s&runtdhose countries is
associated with higher bank valuations.

We find that blockholders concentration has a positive impact both on bank’s
profitability and efficiency. Our results thus support our secombthesis, stating that the
increase in ownership concentration (or, alternatively, lower oWwiperdispersion across
blockholders) is associated with positive impact on bank performancefifithing is in line
with previous ownership studies in banking (e.g. Caprio et al., 2007; lancalg 2007;
Laeven and Levine 2009; Shehzad, et al., 2010) and corporate governance istudies
management and finance (e.g. Claessens, Djankov, Fan, and Lang, 2B02tal. 4 opez-de-
Silanes, Shleifer, and Vishny, 2002b; Shleifer and Wolfenzon, 2002; Young, &0aB)
showing that, in developing countries characterized by weak guoexction laws, higher

ownership concentration may have positive effects.
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On the contrary, we find the number of blockholders has negativetsefiacboth
bank’s profitability and efficiency. In general, the results suppart hypothesis that the
number of blockholders is negatively related with bank’s performanddtas in line with
results provided by Konijn et al. (2011), and by Singh and Davidson IIl (2088)increase
on blockholders number deters bank performance because it limits tite @bsmaller
blockholders to effectively challenge the largest blockholder (Creh@nd Fahlenbrach
2009; Konijn et al., 2011).

Finally we also find that ownership dispersion across differgrest of blockholders
(blockholders diversity) has negative effects on both bank’s profitahititi efficiency. This
result confirms our hypothesis that an increase in blockholder dybes negative impact
on bank performance. The higher blockholders diversity is, the mamerégases potential
conflicts among blockholders in terms of objectives and prioril@edo, Lang, & Young,
2009). Moreover, the magnitude of the coefficient Diversity is larggpecially on the model
using OEOR as dependent variables, thus suggesting the importamomsidering the
heterogeneity of blockholders in the studies on ownership structurésperformance.
Considering such heterogeneity, we argue that the possibilitgrdliats is higher in banks
controlled by blockholders that have different identities. This coulthatély decrease bank
performance since downsides could exceed the benefit from additional monitoring.

Finally, we have also shown that our results are robust to diffspecifications and
additional tests. The contribution to the literature on bank ownership parioe, and the
managerial and policy implications of such results will be digzigsthe final chapter of the

dissertation.
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CHAPTER 5

Bank’s Ownership, Business Orientation and Performace

5. 1. Introduction
Over the last two decades, we have witnessed dramatic chargagk ownership, especially
involving transition countries (e.g. Eastern Europe countries), engecgiuntries (e.g. Latin
America) and some other countries hit by the economic cesg East Asia countries).
Changes in bank ownership have raised interesting policy questions atedl idifferent
communities of scholars to analyse the impacts of such changes ohgefisnance, both
at the micro and macro levels (Berger et. al., 2005, Bonin et al, 200@&ngiand Nguyen,
2005). Indeed, the answer to such a research question may provide mnpogtanents on
whether ownership policy can be used as a meaningful strategiueashape the banking
industry.

Despite the abundance of studies on ownership or ownership chartgesbenking
literature, the impacts of governance changes are still leat and we only have partial

explanations about what happens during periods of governance changes. Rvevksusn
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this topic usually conceive governance changes exclusivelyt@nster from one type of
ownership to another. Left unexplored are the mechanisms by whictediftgpes of owners
may follow different kinds of goals besides profitability and thase a different business
orientation. Changes in governance or ownership may well reverlmeratdbank’s business
orientation and on the choices regarding its portfolio (Bergdr,e28005; Clarke et al., 2000).
In other words, changes in a bank’s performance due to ownership cleaegest only

automatically linked to the agency problem, as often claimegyl Williams and Nguyen

2005), but they are also associated to the ways in which a bardtesggttransforms when
ownership changes. Modalities and extent of the variation in a bhang&isess orientation
and asset portfolio may have an effect on performance, especially in thedong-t

Firstly, following the methodology proposed by Berger et al. (2008),ingluded
variables that control for static, selection, and dynamic ®sffé¥e analysed performances
differences among different types of ownership: central goveriommtrolled banks,
regional government-controlled banks, domestic banks, joint venture-fobeigks and
branch banks. We also analysed the impacts of privatization (through piebhg and
foreign acquisitions), foreign acquisition of domestic private banks anéstmnmerger and
acquisitions (M&As) on banks’ performance.

Furthermore, in order to better understand the impact of ownershigosmednance
changes, we extended the study of ownership changes on bank’s paderhy taking into
consideration differences of business orientation among differeas tgp ownership. We
used Net interest Margin (NIM) determinants as a proxy fbamk’'s business orientation.
Business orientation is related with banks’ characteristids asiaisk aversion level, market
approach (focus on retail consumers vs. wholesale consumers), andfidatensi among
different types of ownership (Cerruti et al., 2007; Valverde Rehandez, 2007; Williams,
2007). We analysed the ways in which different types of ownership e a different

business orientation and how this orientation, in turn, affected performance.
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We explored these questions through an empirical analysis baseshomke of 133
banks in Indonesia, observed over the period 2000-2009. Indonesia banking provides a unique
data-set well-fitted with our research goals. In the lasadles; Indonesian banks have
undergone remarkable changes of governance and their activities werd magkaumber of
events regarding governance changes, such as public listing, faogjgisitions and M&As.
The current ownership structure of the Indonesia’s banking industrysallsewo see various
forms of banks’ ownership, starting from government-controlled banks, denmstate
banks mostly controlled by families, join-venture banks and branch badilksh
characteristics of the Indonesian banking industry have providedtadls context for our
research purposes.

For the first analysis, we apply the same approach proposedrggrBs al. (2005)
that looked at the static, selected, dynamic and time effectewniership types on
performances. Following this approach, we differentiated thetsftd ownership types on
performance for those banks that have not faced any changes irslonyr{static effect) and
for banks that have faced some changes in ownership (selectet) effer the sample
period. We will also assess the short-term (dynamic eféext)long-term (time effect) impact
of ownership changes on performances. In the second analysis, wesdxploeach of sub
samples of banks, based on ownership types, has different NIM determinants.

Our results indicate that regional banks, foreign banks and folemmch banks
manifest a better performance than domestic banks. We also founblatiias undergoing
privatizations and domestic M&As manifest a worse pre-event peafoce - in terms of
higher overhead costs - than domestic banks that did not experienge<a ownership or
governance. Privatizations through strategic selling to forengestors, foreign acquisitions,
and domestic M&As improve a bank’s efficiency in the short-run, whilde long run they

increase a bank’s NIM.
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Regarding NIM determinants analysis, we found different deteimts for each group
of ownership types. These findings lend support to the argument thamhet of certain
interest margin determinants differs according to the typeaok ownership. Interestingly,
we also observed that banks which experienced ownership changes steogntdiNIM
determinants different from the ones of banks that did not experi@mgechanges in
ownership. This result reveals that changes in a bank's ownerslch, & foreign
acquisitions, also have an impact on a banks’ business orientation.

Our study contributes to the existing literature in three wayst, it shades some
more light on what happens to banks that undertake ownership or governamgescivdany
of previous studies tend to view governance changes only as a transfeone type of
ownership to another and they attribute differences in performamnae, gnd post-ownership
change, only to the management ability associated with gpetot ownership (e.g. Williams
& Nguyen, 2005). Our analysis provides strong support for the notion thagehan
ownership might shift a bank’s business orientation and this, in turn, drawapact on a
bank’s performance. On this basis, information about the ways in whni{s lcanduct their
business after governance or ownership changes is crucial ta geitter understanding of
the impacts of ownership changes on performance.

Second, it extends the study on NIM determinants (Demirguc-Kutiti&inga, 2000;
Valverde and Fernandez, 2007; Williams, 2007) by analysing how Nibtrdmants differ
depending on the bank’s ownership-type and on the existence of governamgeschizhe
concept that determinants of banks’ interest margins might diffdranks’ ownership-type
has not been properly explored in the literature so far. We sugeshe sources of interest-
income and expenditures differ by banks’ ownership. Thus, different bamkgrs have
different incentives, and consequently different strategies, when settiggnaar

Third, our study provides a broader picture about the impacts fefaht types of

banks ownership on performance. Only a few studies (Berger et. al,,B@@& et al, 2005,
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Williams and Nguyen, 2005) document the more nuanced, holistic viewatef &ireign, and
domestic ownership of banks. However, those studies did not capture spewe dfy
ownership which are common in emerging countries, such as redgankt and branch
banks.

The remainder of the chapter is organized as follows: Section 2 psavideview of
previous literatures that are related with our study. We digcuss the literatures on
ownership in banking study. We will only provide brief summary of thibsetures, since
we already described them in more details in Chapter 2 ofigssrtation. Moreover, we will
also discuss previous literatures on NIM. Since we have not disclitesatures on NIM in
Chapter 2, so in this section we will go into more details on titesatures. Section 3 will
present a brief overview of the banking industry in Indonesia, edlyehe one related with
ownership and governances changes that happened. Section 4 consists of two Iparfisstin t
part, we will describe our sample and data. The second part disomsss empirical model
and the methodology we used. Section 5 will report the empiricaltgeSection 6 will
conclude with a brief summary focusing on the comparison of our sesiitt the results of

previous works related with our topic.

5.2 Literature review
5.2.1 Banks’ ownership and performance

As shown in Chapter 2, a related stream of research has exgteréafltiences of
different types of owners on banks’ performance (e.g. Claesteals 2001; Micco, et al.,
2007; Berger et. al., 2005, Bonin et al, 2005, Williams and Nguyen, 2003)inWitis
framework, government and foreign ownerships are the two formshéve traditionally
received central attention. Another common ownership type thahatbares the banking
industry is the domestic large shareholder. Some studies isttbén take a further step by

analysing the impact of ownership or governance change on perfoer(eug. Berger et. al,
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2005; William and Nguyen, 2005). Many studies on governance or ownership shiarge
banking industry are grounded on transition countries (e.g. Grigorian andléyi2002;
Bonin et al., 2005), since changes in governance are usually diyvanliberalization or
deregulation of the banking industry, often linked to a strong shiftearettonomic system
similar to the one experienced by east European countries ingimmiog of 1990s. Another
research context often explored by studies of governance changessiguted by all those
countries which have been hit by an economic crisis (e.g. Wgliand Nguyen, 2005). Not
only such countries usually have to open up their economies to deal withpghets of the
crisis, but they also need to implement a complete reconstructitreioffinancial sector,
since this is usually the one wrecked the most by the crisia ratter of fact, the economic
crisis is usually followed by many ownership changes, asodstrated by a study by
Williams and Nguyen (2005) that assessed governance changa®ial Asian countries hit
by the economic crisis in 1997.

Firstly, it is important to reconstruct the whole picture abouttwhappened. Berger et
al. (2005) emphasized the importance to account for the static aathityeffects of all the
major types of governance in one model of bank performance and thewydhwow,
excluding one of those relevant effects could provide biased and migleadults. Secondly,
despite the abundance of studies on ownership in the banking indudeyislstill known
about the impact of ownership changes on performance. Moreover, Bérger(2005)
maintain that changes in ownership also modify banks’ behaviour by shtaihgrivatized
banks shift their loan portfolio to more profitable loans. However, theéynot give further
explanation about the relationship between changes in ownership and chafgesiness
orientation. Performance changes due to ownership changes are natroatier of agency
problems, as often claimed. It is important to consider that fathat determine changes in
performance might be due to ownership rearrangements that elym@aanslate into

modifications of a bank’s strategy. The mechanisms by which eliffdypes of owners may
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follow different kinds of goals besides profitability, and thus purdififierent strategies or
portfolios, are still largely left unexplored. Previous studies ontdipéc of ownership
revealed that usually different types of ownership have diffe@nectives. As a
consequence, they are likely to influence the strategic behavidheiofinvested firms in

different ways (Colpan, et al., 2011; David et al., 2010; Douma, George, & Kabir, 2006).

5.2.2 NIM determinants in the banking industry

Another stream of studies in the banking industry tries to decompofactbes underlying a
bank’s performance, and one performance indicator that was widdigats the Net Interest
Margin (NIM) (e.g. Barajas et al., 2000; Ho and Saunders, 1982; Sau&deéchumacher,
2000). The Net Interest Margin (NIM) is defined as the ratithefspread between a bank’s
interest earnings and expenses to total earning assets (Sau@tdnsmacher, 2000). NIM is
important not only because this measurement can be used as a peréindicator for
individual banks and the banking industry as a whole, but also because bt azsed to
analyse the ways in which banks conduct their strategies. Fofjowihe
dealership/intermediation model, first introduced by Ho and Saund®&l), banks are
assumed to be intermediates that collect deposits and grant Id&hss B function of the
interest that is charged to loans (price) and of the intestéest that banks pay to depositors
(cost). Thus, NIM ultimately reflects the price of the intedragon services provided by
banks (Williams, 2007). From an industrial point of view, it is stdt clear whether high
margins are good or band for the banking industry and social wellaligams, 2007). On
the one hand, high margins may indicate problems in the regulaokynlg environment and
information asymmetry. On the other hand, higher margins can improve a bariitabpity,
strengthen a bank’s capitalization and solidify a bank’s financiaitigosby creating

additional buffers against negative shocks (Barajas et al., 2000).
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A number of studies have examined the determinants of banks’ inteeggins.
While NIM reflects the price margin that banks charge, NIteeinants refer to the factors
that influence banks in setting the level of that margin. We atagorize such determinants
into two groups, the first one related with internal bank factodsthe second with external
factors. We define internal factors as a bank’s business orenteglated with banks’
characteristics such as risk aversion level, market approadchl (vet wholesale), and
diversification (Cerruti et al., 2007; Valverde and Ferndndez, 200Tiakvg, 2007). Instead,
external factors are mainly related with market competitiod aconomic conditions
(Demirguc-Kunt and Huizinga, 2000; Demirguc-Kunt et al., 2004)

One of the most influential models in the analysis of interesgimaeterminants is
the dealership model proposed by Ho and Saunders (1981). According taadithes, an
important factor influencing the size of a bank’s margin is edlatith the level of bank’s risk
aversion. More recent studies try to complete the model by introglneiw variables that are
not considered in the dealership model. For instance, Maudos and FernanGeevdea
(2004) proposed to consider the presence of cost inefficiencies &sgdatith the production
process, by explicitly incorporating the role of operating costd providing a detailed
description of the link between riskiness and the margins. The autdartsdg¢s and de
Guevara, 2004) present a model which specifically differentiategebat market risks and
credit risks, as well as their interaction as separate factors afféleé margins.

One variable that is believed to have a substantial influence onsbardcgins is
ownership. As mentioned, sources of interest income and expenditures iffoanks’
ownership (Demirguc-Kunt & Huizinga, 2000; Martinez-Peria & Mod@Q04). Thus,
different banks’ owners have different incentives, and consequefidyedit strategies, when
setting margins. The fact that determinants of banks’ irttenasgins might differ by banks’
ownership has not been properly investigated in the literature sdPfavious studies

accounted for ownership only by introducing a dummy variable fandt assuming that the
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impact of interest margin determinants would be the same acerds lwith different
ownership structures (e.g. Demirguc-Kunt & Huizinga, 2000; MartiremaRR. Mody, 2004).

Results on the ways in which ownership impacts on NIM are stillradictive, especially if
we compare the results collected in developed countries to the athesegl in developing
countries. Demirguc-Kunt & Huizinga (2000) observed that foreign bac&smplish higher
margins than domestic banks in developing countries. The opposite conclusignfdrol
developed countries, in which domestic banks realize higher intereginman a follow-up

study, Martinez Peria and Mody (2004) showed that foreign banks tin KRanerican

countries exhibit lower interest margins than domestic banks.

In order to give a contribution to the literature on NIM determmant will focus on
the different typologies of bank ownership and assess the difesr@fianargin determinants
among different types of owners. By doing this, we will arali#ew a bank’s business
orientation transforms according to different ownership types. Weusg a broad set of
ownership types, including central government-controlled banks, regianadrrgnent-
controlled banks, private domestic or family-owned banks, foreign jomttive banks and
foreign branch banks. We will also investigate banks that expedemneeership changes in

order to evaluate how rearrangements in ownership affect NIM.

5.3 The research context: the Indonesian banking system

There are three major policies conducted by the Indonesian goverantetite central bank
to reshape and fortify the banking sector after the finameisis in 1997-1998. First, the
government started to launch a privatization program in 2001 when ecoranditans were
relatively stable. Some of the banks that had been nationalizedsalerdoack to private
investors, and especially to foreign ones. In addition, some of tteelstaks went public,
even if the majority of shares were still held by the govenmime&econd, the Government

relaxed the ownership regulation regarding the foreign ownershipgd¥yernment allowed
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foreign investors to control up to 99% shares of a bank’s ownershigighanvestors were
also allowed to take over domestic ones, including banks that padtatipathe privatization

program. Third, Central bank tried to increase the strength of thenigaindustry by raising

the capital requirements for banks. This policy also prompted someohargts whose have
limitation in financial support, to look for partners in order to inseedank capital.

Increasing economic pressure on the banking industry pushed familysotengell part of

their shares to other investors. As a consequence, numerous famég@rivate banks
began to strategic actions such as selling shares to foreigrioinvgsing public, or doing

merger and acquisition activities.

Before the economic crisis in 1997, the central bank grouped banksvmtduster
base on bank’s ownership: central government banks, regional banks (owhedpibovince
government), private domestic banks, foreign joint venture banks agdrfdsranch banks.
This categorization was relevant before the 1997-1998 crises isiedy reflected the
ownership condition of banks. Since there were significant changdse ilovnership of
banks, we suggest using different approaches to group banks. In thisn&utdecided to
group banks based on the identity of major owners or of thestasgareholders. Looking at
the Indonesian banking industry in these days, we can divide banks ingrdaps, based on
the different ownership identities that exist: central governrbanks, regional government
banks, foreign banks, and Private domestic or family banks. The usis chtegorization is
supported by previous literatures (Faccio & Lang, 2000, La Portd,, €t989) and by the
actual ownership conditions in Indonesian banking. We traced the @tomater of each
bank, and then we analysed its identity to group it into the fgoay. We believe that this
approach is more suitable for the current ownership conditions in the &ig@onganking

industry.
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5.4 Data, model, and variables
5.4.1 Data
As a means of investigating the effects of ownership on perfaenamd Net Interest Margin
determinants, we explore whether we can measure performanaerdifs among all the
different types of owners and whether changes in ownership orrgmaes have an impact
on performance. The empirical sample consists of Indonesia batike Hom 2000 to
2009.We decided to start our sample period in 2000 in order to avoid theedffieets of the
1997-1998 financial crisis that hit Indonesia and caused a complex protdsank
restructuring that ended in 1999. Our final sample represents alancdxhpanel data and is
constituted by 133 banRsThe number of banks has decreased continuously along the sample
period due to the fact that some of them were closed or engageergers and acquisition
activities. Data on banks’ ownership and financial performanceshesare collected from the
Bank of Indonesia (Indonesian Central Bank). In addition, we used infoomabm the
Bankscope and banks’ websites to complete the dataset and bring furthecaspecsfi

Table 5.1 provides a summary of the banks based on the type of owner20g®. It
also provides changes that happened on those banks during 2000-2009. It can de¢hadtice
there are two kinds of government banks, those which are owned by the gemarnment
and those which are owned by the regional government. In the casdoofkesia banking,
private domestic ownership can be mostly characterized as theersiip by
families/individuals or a closed firm controlled by a family. s the last category, we
identified three types of banks in foreign ownership: the branch banlqithes¢nture bank.
In addition two this two forms of foreign bank, there is also for@igquired bank which is

domestic bank that is taken over by a foreign investor.

° In 2000 we count 148 banks registered in Bank med@ (Indonesia central bank). We excluded one
government bank since it only specialized in crégliitexport and import and two Islamic banks siticese
banks have different kinds of financial productd agports. We also excluded 12 banks due to intetmpata.
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Table 5.1
The Distribution of Banks Based on Ownership Types 2000

Type of Ownership Period 2000 Period 2000-2009
Total Banks No Changes Changes
Central Government 8 0 6 (public listing)
6 (merger)
6 (foreign acquisition)
Regional Government 26 26 0
Private Domestic 81 30 17 (foreign acquisition)
23 (M&AS)
11 (closed)
Foreign 23 14 9 (closed)
Branch 10 16 1 (closed)

2 Including recapitalized and nationalized banks

® The merged bank then sold to the foreign investor
¢ Including two Islamic banks

40One branch bank was opened in 2003

5.4.2 Models and Variables

Our first analysis focuses on the effects of a change in olipeon bank performance.
Following the methodology originally proposed by Berger et al. (200&kvaluate the static
effects of maintaining different types of governance inltmg term, the selection effects
associated with different types of ownership changes and tiardy effects of the two types

of ownership changes. The basic regression model takes the following form:

(1) Bank Performance Measure = Constang*Static Ownership Indicators
+ po*Selection Ownership Indicators gz*Dynamic Ownership Indicators Dummies
+ B4*Dynamic Ownership Indicator Years Sincggg#Control variables

+ y1*Year Fixed Effects + Error Term

For our second analysis, we use a panel regression estimatolutetae impacts of

various determinants on banks’ interest margins among Indonesia bantseticharacterized
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by different ownership structures. We focus of NIM determindms Wwere related with a

bank’s characteristic. Our empirical specification takes the follovanyg:

(2) Net interest Margin = Constant /1*LnAss +/*LDR + f3*RiskFree +f,*LoanAllow

+ ps*PersonalExp+ps*FixedAss +y*Year Fixed Effects + Error Term

The variables specified in (1) and (2) are defined in Table 5.2 dnid $&8. Below,
we will discuss the main variables by using the following gates: measures of

performance, measures of governance changes, and NIM determinabkegari

5.4.2.1 Performance variables

In the bulk of our empirical analysis we focused on four performameasures. First, we
used two measures of bank profitability, return on assets (Ri#fiped as profits relative to
total assets, and Net Interest Margin (NIM), define asdifference between the interest
income generated and the amount of interest paid out, relativedmthent of earning assets.
Next, we measured efficiency using the operating expense tatimgeincome ratio (COIl)

and overhead cost ratio (non-interest expense to total assets).

5.4.2.2 Governance change variables

To analyse banks’ changes in ownership, we employed the framewotkl/by Berger et
al. (2005) whereby static, selection, and dynamic effects ansidered together. This
framework has already been applied to analyse differeaarels contexts such as Argentina
(Berger et al., 2005), Brazil (Beck et al., 2005a), Nigeria (Béek.£2005b) and South East
Asia (Williams and Nguyen, 2005). We have developed different variablesler to grasp

the different phenomena that are specific to our research context.
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The static dummy variables identify those banks that have nedl facy change in
ownership over the sample period. Four static dummy variables aogluoéd, one for
domestic bankssfatic_domesti; one for regional domestic banksgtic regional), one for
foreign banksgtatic_foreign bank, and one for branch bankstdtic_foreign branch. These
dummy variables equal 1 for the corresponding banks for all time peAdidhe central
government banks have experienced privatization processes eithghtstrategic selling or
public offering. This is why we have chosen to cluster them witnselection dummy
variables. Domestic banks comprise the excluded reference aaddabus the coefficients on
the static dummies measure performance differences betiweeatomestic banks and other
groups of banks that maintain the same ownership structure.

The selection dummy variables identify those banks that have faose change in
ownership over the sample period. Five selection dummy variabldatevéuced, one for
government banks that were privatized by strategic sellingrigh investors or foreign
banks ¢election_priv. foreigh one for government banks that were privatized by public
listings Gelection_priv. listing, one for banks whose majority was acquired by foreign banks
or firms (selection_foreign acquisitio)y one for domestic banks that experienced mergers
and acquisitionssglection_domestic M&As and one for banks that were closed or exited
from the industry gelection_closed The selection dummy variables equal one for the
corresponding banks for all time periods. In the regression, thaooeetf of the selection
dummies identify the performance difference between domestiksband the groups of
banks that have been selected to undergo some types of ownership diarngeentionally
separated banks that experienced privatization into two differenipgrsince we found
different characteristics between these two groups. Firstiyjksbathat experienced
privatization through public listing were owned by the governmeen éefore thel997 crisis
occurred, while banks that experienced privatization through foreign s#icans were

formerly owned by domestic private shareholders, before banlkisigucturing in 1999.
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Secondly, banks that experienced privatization through public listing stéirunder control
by the Central Government since the government still owned tfeityaf shares. On the
contrary, banks that experienced privatization through foreign attojssare controlled by
foreign investors now.

The dynamic dummy variables identify those banks for which tleztsgh dummies
take the value 1 to capture the precise moment in which the ownehslnigectook place.
Four dynamic dummy variables were introduced, one for government bhaksvére
privatized through public offeringdgnamic_priv. listing, one for government banks that
were privatized through strategic selling to foreign investdiogign bank dynamic_priv.
foreign), one for domestic banks whose majority of shares was acquireébbsign bank or
firm (dynamic_foreign acquisitioh and one for domestic banks that experienced merger and
acquisitions dynamic_domestic M&As We did not consider the dynamic dummy variable
for closed banks since we obviously could not have data succeeding thextnobralesure.
These dynamic dummy variables equal one for the corresponding bardtstiore periods
starting from the second year following the given intervention, and egqr@for the periods
prior to the ownership change and for all periods in which the banksotieixperience any
ownership changes. The dynamic dummy variables capture the onetiamges in
performance that arise at the time of the interventions.

However, interventions may be persistent, that is, they mayhal¢e a long-term
impact. We therefore introduce variables that measure the that has elapsed since the
event occurred. Since we use yearly observations in our sampley#neddes are measured
with an annual frequency. Four dynamic time indicators are intemsjuone for banks that
have been privatized through public offeritigne_priv. listing timg, one for banks that have
been privatized through strategic selling to foreign investofoogign bank time_priv.
foreign), one for banks that were at least partially acquired by agfofem (time_foreign

acquisition), and one for banks that have experienced merger and acquiditiesdomestic
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M&As). Typically, the time variable equals one in the year follovilmg change, two in the

second year following the change, and stf.on

5.4.2.3 NIM determinants
We consider six main determinants of bank interest margins, elipdatiat related with
bank’s business orientation: risk aversion level, market approach adification (Cerruti
et al., 2007; Ho and Saunders, 1981; Maudos and Fernandez de Guevara, 2004; Valvedere
and Fernandez, 2007; Williams, 2007). The first variable of bank’s businessation is risk
aversion level. The ratio of government securities held to totats{8skFree is used as a
proxy for bank risk aversion. As the government security is morédlithan the loan, a
higher proportion of government securities in total assets imd&cgtreater risk aversion and
it is expected to reflect in lower margins.

The second variable that related with bank’s business orientatioariset approach.
We used fixed asset to total asset ratix€¢dAs9 to proxy banks coverage, since the largest
part of a bank’s fixed asset is constituted by their branahésoffices, including all the
equipments used for bank services (e.g. ATM machines). A bank mayectoofixus upon
the retail segment, with its associated distribution costs d¢ess costly (in terms of
distribution costs) wholesale focus. Each of these strategies/ieldyidentically sized loan
portfolios but generate differences in cost structures. Givenhiia ts some heterogeneity in
the bank size and strategy, it is felt that controlling fordltBerences in the study sample is
appropriate. This retail intensiveness will be measured by the individual bank betnork.
It would be expected that those banks with larger branch network#d vwave higher

production costs per loan and that these costs would be reflected lrartkenet interest

YFollowing Berger et al. (2005) and Nakane and Wairti (2005), we deleted observations in the yeamof
the year following the events. Thus, the time \Ja@dastarts with two for the second year followihg tthange.
This treatment mitigates noise associated withaweership change, for example, the legal fees, dtarg
expenses, due diligence costs, updating of stegegtc.
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margin. On the one side, the increase in fixed effect ramolead to wider bank coverage
and thus can increase bank’s interest margin. On the other hand, higbexdsets could also
decrease the interest margin since fixed asset is a noesintexaring assets. Therefore, we
do not have a particular prior estimation regarding the expected sign of ttiisieoe

Finally we useLDR to proxy bank’s diversification.LDR is the ratio of loan to
deposits. The higher of LDR means that bank more focus to haeaue form lending
activities. Since bank put most of its fund for lending activiti@RLalso proxy of the
liquidity risk faced by banks. Loan is the part of a bank’s askatgjtves the highest return.
However loans are also an illiquid asset. Thus an increasensf ilwaelation to the deposits
of the bank means a higher liquidity risk for the bank and the margibge %8 provides
description summaries of the individual variables, as well as oértheipated sign of their
impact based on the theoretical argumentation.

Additionally, we put three other indicators that reflect banks’ attaristicsLnAssis
the logarithm of total assets, included as a proxy for the sipperations. The theoretical
model predicts a positive relationship between the size of operatohsargins, since for a
given value of credit and market risk, larger operations arecteghdéo be connected to a
higher potential loss. On the other hand, economies of scale sugddstrtka that provide
more loans should benefit from their size and have lower mardnesefbre, we do not have
a particular prior estimation regarding the expected sign af ¢befficient. CreditRisk
measures the credit risk faced by individual banks. We us theofatan-performing loans to
total loans as proxy for credit risk. Banks with a higher ratialloivance for doubtful loans
face higher credit risk, and this is likely reflected in tfearging of higher margins.
PersonExpis the ratio of personnel expenses to total assets. This meagptuees the impact
of operational costs on the margin. Banks that incur in high operatiosi tend to transfer

these costs to their customers by increasing interest msaigp the estimated coefficient is
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expected to be positive. As a result, the estimated coeffi@enhis variablds expected to

be negative.
Table 5.2
Variables employed in governance changes models
Symbol Description
ROA Return on asset
OEOR Operating expense to operating revenue
NIM Net interest Margin
OH Non-interest expense to total asset

static_domestic

Dummy indicating a domestic private bank that uneet no changes in ownership over the entire
2000-2009 interval. Equals 1 or O for all perioolsd bank.

static_regional

Dummy indicating a regional bank that underwenthanges in ownership over the entire 2000-20
interval. Equals 1 or O for all periods for a bank.

09

static_foreign

Dummy indicating a foreign bank that underwent hargyes in ownership over the entire 2000-200
interval. Equals 1 or O for all periods for a bank.

static_branch

Dummy indicating a foreign branch bank that undertwe changes in ownership over the entire
2000-2009 interval. Equals 1 or O for all perioolsd bank.

selection_priv. listing

Dummy indicating a state-own bank that underwegmilalic listing over the entire 2000—2009 interva
Equals 1 or O for all periods for a bank.

il

selection_priv. foreign

Dummy indicating a state-own bank that underwesttategic selling to foreign investor over the
entire 2000—2009 interval. Equals 1 or O for atigas for a bank.

selection_foreign
acquisition

Dummy indicating a domestic bank that underweritaegic selling to foreign investor over the emt
2000-2009 interval. Equals 1 or O for all perioolsd bank.

selection_domestic M&As

Dummy indicating a domestic bank that underweritategic selling to foreign investor over the emt
2000-2009 interval. Equals 1 or O for all perioolsd bank.

selection_closed

Dummy indicating a state-own bank that underwensioly over the entire 2000—-2009 interval. Equs
1 or O for all periods for a bank.

als

dynamic__ priv. listing

Dummy indicating the years following a bank’s ptization through public listing. Equals O prior to
the bank’s change and 1 starting the second y#awfog the change. Observations in the year of a
the year following the change are deleted. Equéts @ll periods for banks that did not undergo a
privatization through public listing.

nd

dynamic__ priv. foreign
acquisition

Dummy indicating the years following a bank’s ptization through strategic selling. Equals 0 ptar|
the bank’s change and 1 starting the second y#eawfog the change. Observations in the year of a
the year following the change are deleted. Equ#dis @ll periods for banks that did not undergo a
privatization through foreign acquisition.

nd

dynamic__ foreign
acquisition

Dummy indicating the years following a domestic Karstrategic selling to foreign investor. Equals
prior to the bank’s change and 1 starting the sstgear following the change. Observations in thary
of and the year following the change are deletegials O for all periods for banks that did not ugde
a foreign acquisition.

® O

dynamic_ domestic M&As

Dummy indicating the years following a bank’s mergad domestic acquisition. Equals 0 prior to th
bank’s change and 1 starting the second year folpthe change. Observations in the year of and
year following the change are deleted. Equals @fgreriods for banks that did not undergo a merg
and domestic acquisition.

(U=
@

Time_ priv. listing

Number of years since a privatization through puliditing. Equals O for all periods prior to a
privatization bank’s public listing and starts witor the second year following the change.
Observations in the year of and the year follovilmg change are deleted

time__ priv. foreign
acquisition

Number of years since a privatization through fgmeacquisition. Equals 0 for all periods prior to a
privatization bank’s foreign acquisition and stavith 2 for the second year following the change.
Observations in the year of and the year followtlmgychange are deleted

Time_ foreign acquisition

Number of years since a foreign acquisition. Eq0dtsr all periods prior to a bank’s foreign
acquisition and starts with 2 for the second yelowWwing the change. Observations in the year of an
the year following the change are deleted

Time_ domestic M&As

Number of years since a merger and acquisitionalsdufor all periods prior to a bank’s merger ang
acquisition, and starts with 2 for the second yellowing the change. Observations in the yearraf a
the year following the change are deleted

Lnasset

Log of total assets in period t _ 1 for each bank.

Loans to banks ratio

The percentage of loans to banks to total assets

Fee income ratio

The percentage of non-interest revenues in totaimees.

Year fixed effects

Year dummies, with 2000 excluded as the base case.
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Table 5.3
Variables employed in NIM determinants models

Symbol Description Anticipated sign
PersonExp | The ratio of personnel expenses to total assets +
RiskFree The ratio of government or risk-free securitieghel total assets -
CreditRisk | The ratio of allowance for doubtful loans to tdtzdns +
LnAss The logarithm of total assets +/-
FixedAss The ratio of fixed asset to total asset +/-
LDR The ratio of loan to deposits +

We argue that determinants of a bank’s interest margins whiggat by bank ownership. For
this purpose, we have grouped banks into five sub-samples: central govecontenited

banks, regional government-controlled banks, domestic private bankgnforened banks
(including branch bank) and Foreign-acquired. We categorized each bardnétaf these
groups based on the identity of the large shareholders who ownedajbety of shares
(more than 50%). We estimated NIM determinant model in each dwpessbsamples, to

capture differences in the interest margin determinants among differeatdiypwnership.

5.5 Empirical results

5.5.1. Ownership, Governance changes and performance

We first report the results of our main tests of the effe€t®wnership changes on the
considered bank performance measures. We then briefly discussdingd on the relation
between ownership structure and bank performance. Table 5.4 shows tibetitist of the
sample based on ownership and governance changes. The numbers of ohdbatatie use
for regression are different with the sample we collected alserne missing values and the

exclusion of outlier data that would harm the regression tésult

Y For each variable, we accounted for potentialienstiby dropping 1 percentile from both tails. Weoa
dropped banks of which we had only one year datzesive ran panel data regression.

96



Table 5.4
The Distribution of the Samples

2000 | 2001| 2002 2003 2004 2005 2006 2007 2p08  2D0ORotal
Domestic 28 28 28 28 28 28 28 28 28 28 280
Regional 26 26 26 26 26 26 26 26 26 26 260
Foreign 14 14 14 14 14 14 14 14 14 14 140
Branch 9 9 9 10 10 10 10 10 10 10 97
Gov listing 6 6 6 6 6 6 6 6 6 6 60
Gov FA 12 12 8 8 8 8 8 8 7 7 76
FA 16 16 15 15 15 15 15 14 12 12 145
M&A 18 18 17 17 15 14 14 13 8 7 137
Closed 4 4 5 5 3 3 2 2 1 1 30
Total 133 133 128 129 125 124 1283 131 112 111 1235

Table 5.5 reports the results for all regressions we have doneaEbrdependent
variable we ran two different regressions. We excluded control variables irsthhedression
and plugged them in the second one. We found differences in thatestinoefficients of
those two regressions, especially in the model which uses NBMdapendent variable. We
suggest this happened because control variables which are proaiésiok’s characteristics
have a correlation with the type of ownership and they jointljuémice performances,
especially NIM. This figure is in line with our premise of secandlysis that different types
of ownership have different characteristics or business orientatios each type of owners
might influenced differently by a set of NIM determinants.

We will only discuss the results of the regression that includettal variables, since
it provides more robust results. As far as the static efégetsoncerned, results show that the
estimated coefficients of regional banks dummy are positive andicamt for ROA, NIM
and OH. Instead, the estimated coefficient for OEOR was wegatid significant. This
means that regional banks have higher profitability (in term @ARnd NIM) and higher
productivity efficiency (proxy by OEOR) than domestic banks. Hawmevegional banks’
operating efficiency (proxy by OH) was lower than the ohdamestic banks. The estimated

coefficients of foreign and branch banks were both positive andistdlyssignificant in the
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ROA regression. Instead, in the OEOR regression their estimatettiergfivas negative and
statistically significant. We also find that the estimatefiicient of foreign banks is
negative and statistically significant in the OH regression. é¥&wy we found that the
estimated coefficient of branch bank was not statisticallyifstgnt, although it also takes a
negative sign. We observed that the estimated coefficients ofioagid branch banks for
NIM were both positive but not statistically significant. Thisame that foreign and branch
banks have higher profitability than domestic banks in term of RDRAnot in terms of NIM.
They also show higher production and operation efficiency as compared to domestic banks

Regarding the selected variables, the results show that tiheatesl coefficient for
privatized banks (through public listings and foreign acquisitions) M&#As banks are
positive and statistically significant in OEOR and OH regims This means that privatized
bank and M&As banks have lower efficiency than domestic banks thegriesced no
governance changes. Moreover, the estimated coefficient of M&As baR®A regression
Is negative and statistically, thus banks that underwent M&As adower profitability than
domestic banks that experienced no governance changes. Regardisdhaa exited during
sample period, we find that the estimated coefficient in NIMeggion was negative and
statistically significant, thus we argue that closed banks loaver net interest margins than
domestic banks that experienced no governance changes. Thisuggehkts that banks will
exit the industry only after they experience a negative mafgmally, we do not find
evidence that banks which had undergone a foreign acquisition are sighyfidifferent
from domestic banks in terms of profitability and efficiency.

In evaluating the dynamic effects of privatization (through puldi;ng and strategic
selling to foreign investor), foreign acquisitions to private domdsaicks, and domestic
M&As, we note that the estimated coefficients of the foreigquesition in privatization
programs and domestic bank acquisitions are negative and stdyistigalficant in the OH

regression. This suggests that in the short run changes in bamkErship into foreign
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ownership and domestic M&As decrease the level of overhead (aostsase the levels of
operating efficiency). However, the estimated coefficientdyofamic M&As is negative and
statistically significant in the NIM regression. This rédahds to the conclusion that in the
short run merger and acquisitions might lead to a decrease irstmeaegins. We find that
estimated coefficients of dynamic listing were not siaafly significant for all endogenous
variables. Finally, we do not find evidence that privatization, foreigguiaitions, and
domestic M&As have impacts on ROA in the short run.

The estimated coefficients of dynamic time variables fogifpr acquisitions (both in
privatization programs and domestic private bank take over), and donmS#As are
positive and statistically significant in NIM regression. In tbeg run, foreign acquisition
and merger and acquisitions seem to increase the bank’s interest margin. iowgesan not
find evidence about the impacts on efficiency. Instead, the e¢stincaefficient of dynamic
time variable for foreign acquisition of domestic private banks istipesand statistically
significant in the OH regression.

Finally, when we turn to time-indicator variables, we found that ékBmated
coefficients for foreign acquisitions (both privatization and gerferaign acquisitions) and
domestic M&As were positive and statistically significantNIM regression. This result
means that, in the long-run, foreign acquisitions and M&As increaskevbeof NIM. The
new owner usually tends to come up with new strategies and shedfrbusiness orientation.
While economization measures can be carried out in a relativé phiood of time, the
implementation and results of new strategies usually require lgpgyesds of time. In
addition, in the long-run we can find that foreign acquisitions and M&As hasignificant
impact on the reduction of overhead costs. Moreover, we observedntithg long-run,
foreign acquisitions (excluding privatization foreign acquisitiom®rease the level of

overhead costs.
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Table 5.5
Regression results — Ownerships on Performances

The table presents the regression results. Thag-§h parentheses) are based on robust standard that are
corrected for clustering at the firm level. We aisolude year fixed effect but we do not show thsutts for
display’s space reason. *,** *** indicate signifioee at 10%, 5%, 1% levels, respectively.

ROA OEOR NIM OH
Constanta 0.014*** 0.000 0.920*** 1.190*** 0.055*** 0.135*** 0.035%** 0.104***
(3.94) (0.02) (32.53) (11.34) (13.24) (7.67) (13.04) (7.40)
Static
Regional 0.017*** 0.015*** -0.145%** -0.108*** 0.035*** 0.043*** 0.004 0.012%**
Government (4.62) (3.62) (-5.65) (-3.85) (6.41) (7.51) (1.13) (3.29)
Foreign 0.019*** 0.017** -0.208*** -.238%** -0.013** 0.005 -0.011** -0.015**
(3.37) (2.54) (-4.02) (-3.55) (-2.25) (0.63) (-2.32) (-2.46)
Branch .011* 0.013** -0.138*** -0.257*** -0.024*** 0.011 0.003 -.009
(2.20) (2.06) (-2.94) (-2.99) (-4.04) (1.14) (0.47) (-0.89)
Selected
Privatization- -0.004 -0.008 0.002 0.079* -0.019*** 0.007 -0.010*** 0.012*
Listing (0.25) (-1.24) (0.07) (1.76) (-3.03) (0.72) (-2.74) (1.94)
Privatization- 0.003 0.003 0.012 0.053 0.006 0.040 0.007 0.024***
Foreign Acquisition (0.17) (0.14) (0.16) (0.46) (0.21) (1.38) (0.65) (3.29)
Foreign Acquisition -0.004 -0.005 0.014 0.015 -0.010* -0.006 -0.001 0.002
(-0.91) (-1.26) (0.41) (0.54) (-1.84) (-1.24) (-0.31) (0.48)
Domestic Merger & | -0.016*** -0.015** 0.212*** 0.134** -0.010 -0.006 0.020** 0.016**
Acquisition (-2.73) (-2.55) (2.75) (2.54) (-0.99) (-0.64) (2.20) (2.08)
Closed/Exit -0.011 -0.011 0.199*** 0.165 -0.045*** -0.022** 0.007 0.001
(-0.88) (-0.86) (2.75) (1.04) (-3.66) (-2.30) (0.47) (0.09)
Dynamic
Privatization- 0.002 0.001 0.010 0.014 0.008 0.008 0.005 0.006
Listing (0.25) (0.08) (0.16) (0.22) (0.53) (0.64) (1.00) (0.94)
Privatization- .002 -0.002 -0.127* -0.138 -0.024 -0.025 -0.014 -0.018**
Foreign Acquisition (0.15) (-0.10) (-1.72) (-1.19) (-0.86) (-0.90) (-1.16) (-2.24)
Foreign Acquisition -0.000 0.001 0.003 0.010 -0.011 -0.013 -0.014* -0.014*
(-0.05) (0.12) (0.06) (0.19) (-1.55) (-1.61) (-2.47) (-1.91)
Domestic Merger & 0.003 0.005 0.247 0.238 -0.045** -0.032** -0.037*** -0.050**
Acquisition (0.55) (0.69) (0.61) (0.73) (-2.14) (-2.28) (-3.55) (-2.33)
Time Indicator
Privatization- .001 0.001 -.011 -0.012 0.002* 0.002 -0.001 -0.001
Listing (0.54) (0.62) (-0.56) (-0.58) (1.80) (0.81) (-0.56) (-0.87)
Privatization- -0.000 -0.000 .013 0.019 0.003*** 0.003*** 0.001 0.002
Foreign Acquisition (-0.17) (-0.30) (1.01) (1.38) (3.26) (2.90) (0.72) (1.30)
Foreign Acquisition -0.000 -0.001 .002 0.007 0.003** 0.006*** 0.001 0.003**
(-0.19) (-0.53) (0.24) (0.72) (2.47) (3.99) (1.60) (2.01)
Domestic Merger & 0.002 0.001 -.110 -0.075 0.010** 0.009** -0.001 0.006
Acquisition (1.69) (0.53) (-1.15) (-0.95) (2.21) (2.53) (-0.30) (1.53)
Control Variable
Lagged Ln Asset 0.001 -0.024*** -0.005*** -0.006***
(1.27) (-2.77) (-3.76) (-5.11)
Loan to Deposit 0.000 0.022* -0.000 0.001
Ratio (0.46) (1.79) (-0.84) (1.32)
Non Interest -0.013 0.500* -0.085*** 0.096***
Income (-0.85) (1.72) (-4.99) (3.03)
R? 21.47% 22.03% 21.71% 35.27% 36.25 43.67% 11.86%  93%4.
Observations 1166 1036 1182 1049 1180 1048 1179 1046
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5.5.2 Ownership and NIM determinants

This section provides empirical evidence for our second analysisg Usipanel data
analysi$’, we examine the NIM determinants of banks in Indonesia and evahmte
differences among different types of ownership. Table 5.6 showmtvements of NIM
during 2000-2009 periods, segmented by bank type. The average of NdMhbainks has
registered an ascending trend during 2000-2004, but it changed during 2005-200®evhen
average of NIM tended to decrease (except for 2008). The avefrd® for each type of
ownership showed a similar trend. Regional banks have the highestaidhdge of all
ownership types, followed by domestic bank. These pictures confirm eviops analysis
that regional have higher NIM than domestic banks, while foreigh have lower NIM. A

broad description of variables used in the study is given in table 5.¢h wéports their

descriptive statistics. Table 5.8 shows the correlation matrix of all vesiabl

Table 5.6
Net Interest Margin in 2000-2009
2000 2001 2002 2003 2004 2009 20d6 2007  20p8 2009 All
Central Mean | 2.66% | 4.35% | 4.48% | 5.13% | 6.53% | 6.36% | 5.77% | 5.81% | 5.98% | 5.68% | 5.27%
Gov StDv | 2.95% | 2.50% | 2.06% | 2.30% | 2.81% | 2.93% | 2.72% | 2.54% | 2.18% | 1.81% | 2.56%
Obs 6 6 6 6 6 6 6 6 6 6 60
Mean | 6.83% | 10.32% | 10.43% | 10.06% | 11.25% | 10.66% | 9.66% | 8.62% | 9.73% | 9.13% | 9.65%
Regional | StDv | 2.23% | 2.68% | 2.23% | 2.86% | 2.99% | 2.77% | 2.43% | 2.48% | 2.25% | 1.99% | 2.73%
Gov Obs 26 24 25 23 25 25 26 26 26 26 252
Private Mean | 3.95% | 6.43% | 5.88% | 6.20% | 7.52% | 7.17% | 6.81% | 6.54% | 6.51% | 6.46% | 6.34%
Domestic | StDv | 1.74 | 2.94% | 2.80% | 2.42% | 2.38% | 2.41% | 2.41% | 1.83% | 1.91% | 1.92% | 2.45%
Obs 28 27 28 28 28 28 27 28 28 28 278
Foreign | Mean | 4.57% | 4.39% | 4.47% | 4.10% | 3.94% | 4.81% | 5.62% | 5.28% | 4.96% | 451% | 4.67%
StDv | 1.56% | 2.33% | 2.47% | 2.35% | 2.14% | 2.55% | 2.61% | 2.61% | 2.19% | 1.84% | 2.30%
Obs 24 23 23 24 24 24 24 24 24 23 37
Foreign | Mean | 3.83% | 4.93% | 517% | 545% | 6.61% | 6.22% | 6.00% | 6.25% | 6.05% | 6.07% | 5.65%
Acqui. StDv | 2.57% | 2.75% | 2.59% | 1.88% | 2.32% | 1.94% | 1.85% | 2.39% | 1.82% | 1.97% | 2.34%
Obs 24 24 25 24 24 25 25 24 21 21 237
Al Mean | 450% | 6.11% | 6.12% | 6.23% | 7.30% | 7.12% | 6.76% | 6.52% | 6.70% | 6.47% | 6.37%
StDv | 2.57% | 3.62% | 3.37% | 3.30% | 3.61% | 3.31% | 2.93% | 2.65% | 2.75% | 2.59% | 3.18%
Obs | 127 124 128 127 125 124 124 122 114 112 1227

12\We will use the Hausman test to choose whethaséo the fixed effect or the random effect panetiaim
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Descriptive Statistics

Table 5.7

Variable Obs Mean Std. Dew. Min Max

NIM 1228 0.064 0.032 -0.0237 0.1664

NPL 1240 0.059 0.088 0 0.7159

Person 1227 0.209 0.091 0.0437 0.4873

Fixed 1225 0.035 0.029 0.0028 0.1929

RiskFree | 1242 0.184 0.151 0 0.6595

LDR 1227 0.721 0.345 0.0723 2.6936

LnAss 1252 | 14.505 1.859 9.3750 19.7299

Table 5.8
Correlation Matrix

NIM LDR Person Fixed RiskFree NPL LnAss
NIM 1.0000
LDR 0.0221 1.0000
Person 0.5333% -0.0425 1.000d0
Fixed 0.1622* -0.1368* 0.1338* 1.0000
RiskFree -0.2819*| -0.3905% -0.1936f 0.0037 1.000p
NPL -0.3157* 0.1019* -0.2088* -0.0013 0.0347 1.0000
LnAss -0.1563* -0.0089 -0.20797  -0.4337F 0.1234* .0B82 | 1.0000

* Correlation coefficient significantly differentdm zero at 5% level

Next, we report the results of NIM regression. Table 5.9 shawbeakesults of the
regressions. The first column reports estimation results fapdkeline specification and for
the entire sample of Indonesian banks. First, the estimated coeetfffor operating costs
(PersonalExp) is positive and statistically significant, thugharease in operating costs will
translate into the increase of margin. This in line with our thieateprediction and
confirmed the results obtained in previous research, the operatiotalircnsred by banks
are transferred to their clients through the charging of higher marginedacial services.

The estimated coefficient for credit risk (NPL) is negatine statistically significant.
Thus the increase of NPL will lead to an increase in mardihgs result contradicts the
findings collected by some previous literature (quote). The ivegsign we obtained can be
explained using the “market discipline argument” (William, 2007;akaPyle and Schoors,

2008). Following this argument, depositors require a higher premium fasideg their
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savings in riskier banks (e.g. banks with higher non-performing ldas).raAn increase in
deposit rates ceteris paribus would contribute to a decline inshi@@gins, establishing a
negative relationship between non-performing loans and margins. FandestWilliams
(2007) observes a negative association between credit risk andtimargss for Australian
banks. With the exception of the market discipline explanation medtmineve, the negative
sign could also imply that these banks do a poor job in controllingéditaisk when they
set their margins.

We found that the estimated coefficient for liquidity risk (LDRAs significant and
positive. This result is in line with previous studies that alsaheseariable of liquidity risk.
As the liquidity risk increases, banks tend to increase theigingarto compensate the
increase of risk they have to burden. In the case of Indonesiamfatiks result also shows
that loans are still the main sources of banks revenues. Assuhahgthers factor are
constant, the more deposits are transformed into loan, the higher the inter@st marg

Further, we analysed NIM determinants model in each sub-sampleeitategorized
based on the type of ownership: central government-controlled banks, fegpoaenment-
control banks, domestic private banks, foreign-owned banks (including brankh dad
Foreign-acquired. We found that the results in each ownership subesarap@ different
from the results obtained using the total sample. Columns 2 to 6 espionation results for
the baseline specification and for each type of ownership sub-saifipde.estimated
coefficient for personnel expenses is positive and statisticagwpificant. This is also
consistent across all ownership groups (except for regional bankslweAsliscussed
previously, this finding is in line with previous empirical studidgcolh implied that all banks
respond similarly to the increase of operational costs byfénaimg these costs on their

clients through higher margins charged for their financial services.
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Table 5.9
Regression results — NIM Determinants

The table presents the regression results. The t-§tagsarentheses) are based on robust standards ekt
also include year fixed effect but we do not shdw tesults for display’'s space reason. ****** jndte
significance at 10%, 5%, 1% levels, respectively.

All Bank | Central Gov| Reg Gov Domestik for FA
LnAss 0.000 0.0026 -0.008*** 0.007** 0.000 -0.006*
(0.21) (0.85) (-3.14) (2.34) (0.03) (-1.81)
LDR 0.011** 0.0385* 0.040%** 0.020** 0.005 0.006
(2.60) (1.79) (4.38) (2.24) (1.53) (0.67)
RiskFree -0.008 -0.011 -0.017 0.003 0.049*** -0.033*
(-0.92) (-0.73) (-1.56) (0.21) (4.29) (-1.97)
CreditRisk -0.032** -0.029 -0.119*** -0.075** -0.008 -0.030**
(-2.33) (-0.83) (-5.11) (-2.52) (-1.05) (-2.32)
PersonExp 0.054* 0.2627*** 0.023 0.181*** 0.034* 0.090***
(2.89 (9.31) (0.74) (4.73) (1.71) (3.00)
FixedAss 0.077 -0.512** -0.016 0.133* 0.587*** -0.200*
(0.86 (-1.98) (-0.19) (1.88) (3.16) (-1.75)
Constanta 0.024 -0.051 0.168*** -0.090** 0.020 0.138**
(0.57 (-0.84) (3.70) (-2.07) (0.58) (2.48)
Observations 1180 60 251 266 232 234
R-Sq within 25.00 69.68 46.81 44 .87 26.51 46.61
R-Sq overall 26.61 87.11 54.50 37.26 3.95 11.79
Hausman test
Prob>chi2 0.000*** | 0.9163 0.7300 0.9064 0.9163 oo~
Fixed Random Random random Random Fixeq

The estimated coefficient for Credit risk is negative and camdisacross all
ownership groups. They are all statistically significant exdeptthe central government
banks and the foreign banks. As we discussed earlier, this firgdindine with the market
discipline perspective. Following this argument, depositors requineggteer premium for
depositing their savings in riskier banks (William, 2007; Karass Bgdd Schoors, 2008). The
result on credit risk could also indicate a more aggressivegyralf regional government,
domestic private and foreign acquired banks fighting for market shackshus willing to
accept higher credit risks without raising their margins.

As for the case of central government and foreign bank, credit digknot
significantly affect their margins. This can be motivated W texplanations. Central
government banks in Indonesia control the largest shares of the rmiadkdtey are expected

to be bailed out by the state when they encounter problems. Thus, deposit@<entral
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government bank are not very sensitive with the level of NPL sheelielieve that central
government banks are likely to bankrupt. A similar situation appliesfdi@ign banks.
Depositors believe that foreign banks are part of big internationstsband thus they
perceive that foreign banks are les likely to collapse. The seeasdn is because central
government banks are usually involved in government programs andoststd-enterprises
(SOEs) lending, so the cost of risk is less likely to traestao increased margins than in the
case of other banks with different types of ownership. Insteadgfolenks are backed by
their parents abroad, so they are not really influenced by credit risks.

The estimated coefficient for liquidity risk (LDR) is positigad consistent across all
ownership groups. They are all statistically significant extaptoreign banks and foreign-
acquired banks. As we stated eatrlier, the increase of liquidkywill drive banks to raise
their margins to compensate the risk escalation. Moreover, thelraoks can channel their
loans, the higher the margins they can obtain, since the spreagehbelvan interests and
deposit interests is higher than the interest-spread of other blamk’xial assets. On the
other hand, liquidity risk (LDR) does not significantly affectMNbf foreign banks and
foreign acquired-banks. Foreign banks might not be aggressive enougmmelthg their
loans. Moreover, they usually focus on non-interest revenues as alternative sbincesie.
Regarding the size of operations, we find that the estimatéfice® for domestic banks is
positive and significant, indicating that larger domestic banksggehaigher margins. On the
other hand, the impact of the size of operations on NIM is negativeegional banks and
foreign acquired banks, suggesting that scale economies play groon@ent role in setting
interest margins than potential losses per unit of operation. Indttempt to expand their
presence in the market, foreign acquired and regional governnrékg tmght be tempted to
decrease their margins as soon as they start to benefit from economids.of sca

Finally, the estimated coefficients of FixedAss for prevdbmestic and foreign banks

are positive and statistically significant. These results sigtet private domestic and
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foreign banks translate increase on their service coverage inberhigargins. On the
contrary, the estimated coefficients of FixedAss for cégimaernment and foreign acquired
banks are negative and statistically significant. For theaaydvernment, the result is in line
with previous researches. Since the central government banks are imitbivgovernment
programs, usually the increase in government coverage aredai parposes. While for
foreign acquired banks, the result confirmed previous resultateatin acquired banks are
more aggressive to expand their presences in market. Thus, thejliagetav decrease their
margin to get more market shares.

The differences of NIM determinants among different types ofership in banking
further indicate that these banks are involved in different typesevhtipns. An interesting
picture is revealed if we compare NIM determinant among domédstigign and foreign-
acquired banks. We can see that foreign acquired banks are differerdomestic and also
from foreign banks. This indicates that changes in ownership mightchange a bank’s
business orientation and strategies. However, changes are ahadyalgand require a long
time to unfold. Based on these findings, we establish the propositiorththampact of
ownership or governance changes is influenced by the ways in whactyes in business
orientation and strategies take place.

Overall, our results suggest that there are substantial difesyenche role played by
bank interest margin determinants across ownership groups. REsuttse total sample
presented in the previous section are driven by the combinationsolbaiamples, since each
sub-sample has a similar number of observations, except for thelC8overnment bank.
However, central government banks still hold a substantial part dfathieng sector assets.
Therefore, disregarding the ownership structure as a factor lgsenaight lead to erroneous

conclusions about the impact of interest margin determinants in Indonesia.
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5.6 Conclusions

The purpose of this study was to evaluate how banks’ performamdtedsed by different
types of ownership and changes in it. Furthermore, we also anabys different types of
ownership have different business orientations. We argue that this kigewteimportant in
explaining the relationship between ownership and performance. The emgicioahs of the
paper make use of an unbalanced panel data set of 133 banks in iendbaeging industry,
with annual observations from 2000 to 2009. After the Asian Crisis 1997ndoaesian

banking sector underwent some huge transformations. As the reiseltyrtent ownership
structure of the Indonesia’s banking industry allows us to see vaiooons of banking
ownership, starting from government-controlled banks, domestic private bankfy

controlled by families, join-venture banks, and branch banks. These vaoous bDf

ownership have provided a context fitted with our research purposes.

In the first analysis, given the varied nature of ownership chashg@sg the sample
period, we extended the model of Berger et al. (2005) that controltafar, selection, and
dynamic effects. We found that regional banks, foreign banks and dvanks have a higher
profitability than domestic private banks. While foreign and branch bamkditability is
mostly influenced by their efficiency, on the other hand, regionakdarofitability is
propelled by their interest margins. We also find that governmaemitsbthat underwent
privatization and domestic banks that underwent M&As have higher odecost levels or
lower efficiency. Instead, banks that were closed during period d-2009 have lower
interest margins. In the short run, foreign acquisitions and donm&i#s can reduce the
level of overhead costs but this effect vanishes in the long run, feretgn acquisition and
M&A can increase the Net Interest Margin.

Now, we will try to compare our results with the ones collectegrbvious empirical
research. First of all, regarding the static effects, we fobatdforeign banks (including the

branch banks) were more profitable (higher ROA) and more eftithan domestic banks.
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These findings are consistent with the empirical literatBomin et al., 2005; Claessens et al.,
2001; Demirgug-Kunt & Huizinga, 1999). In developing countries, foreign barksnore
profitable and efficient than their domestic counterparts; astéemof fact, they are more
likely to pursue profit-maximizing opportunities than government or doembbckholder-
controlled banks, which may be deterred by the presence obultedtives such as social
motives or business group motives (Claessens, et al., 2001; Miccb, 200¥). Foreign
banks will thus be more likely to direct their investments to tHmees or industries with
better prospects for profit.

Interestingly, we find that regional banks have a betteitphality in terms of ROA
and NIM than domestic banks. We argue that this happens becauselrdgioks have an
access to regional government budget. Although there are no spegtfiations that obligate
each regional government to deposit money in its own regional bank,dticerahis is a
situation that usually verifies. Actually, most transactions intply territorial bank: for
example, the payroll for public servants is usually managecdipnal government banks.
This privilege has given regional banks more access to “cheap’nfunidioreover, regional
banks have a monopoly power since they only focus to operate in one pronegehave
operations in rural areas of the province where the availabilitgasf services by banks is
quite limited. This monopoly power is usually transferred into higinéerest margin
(Saunders and Schumacher, 2000). Due to this particular condition, regionahngent
banks can charge higher interests as a compensation for the latsthey sustain in
providing such services. Besides the fact that regional government Ihavies more
profitability, we also found that they have lower operatingcificy. We argue that, similarly
to central government banks, regional banks are also vulnerable togbaligrventions even
though not as pervasively as in central government banks.

With respect to the selection effects, results suggest thaerimms of operating

efficiency, banks involved in privatization processes underperform digrbasiks that do not
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undergo ownership changes. This result is congruent with those of preanopisical
research. For example, Berger et al. (2005) find that Argenan&sbthat were privatized
recorded poor performance prior to privatization. The underperfornadrizenks associated
with government ownership is also consistent with previous empiredihfs. Most of the
existing empirical findings support the arguments that governmenksbhave lower
performance (lower profitability and/or lower efficiency) bhase they have other goals
besides profitability, because they are susceptible to frequentaaliterventions and they
often have a poor management (Sapienza, 2004; Clarke et al., 200®n€lass Peters,
1997; Djankov, 1999; Shirley and Nellis, 1991; World Bank, 1995). Moreover, we could not
find evidence that foreign investors tend to target profitable bankspugh we could not find
confirmations that foreign bank target not profitable banks either.

Regarding the effects of governance changes (dynamic-dumamgbles), the
estimated coefficient of foreign acquisition (both privatizatiand general foreign
acquisition) and domestic M&A is negative and statistically ficamt in the OH regression.
This result means that, in the short-run, foreign acquisition and Ei&#ities can reduce the
level of overhead costs. This result is in line with some prestudies (Berger et al., 2005,
Lin and Zhang, 2009). As it happens for non-bank firms, governance or owngrahiges in
banks are usually followed by economization measures including organizastructuring
and employee rationalization. The new owners and management usasdlisegiewing the
scope of bank activities; they focus on profit-generating a&sviéind lay off the activities
with lower profitability.

In the second analysis, we provide the first evidence on the detersnmfabfink-
interests’ margins in Indonesia with a particular emphasistwank’s characteristics and the
role of bank ownership. Unlike previous studies, which evaluate the ingdatiank
ownership by introducing dummy variables, we estimate sepagttessions for banks with

different ownership structures. This technique allowed us to ssetheimpact of interest
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margin determinants varies across different ownership struc@uesindings lend support to
the hypothesis that bank ownership moderates the impact of the italyranotivated
determinants of the bank’s interest margin. Our results dirgeinvith previous researches by
Demirguc-Kunt and Huizinga (2000) and Martinez-Peria and Mody, 2004, folad
ownership has an impact on NIM determinants.

Results for the total sample presented in the previous sectiodriaem by the
combination of all sub-samples, since each sub-sample has a siomiber of observations,
except for the central government bank. However, central governmetnbiéed banks still
holds a substantial part of the banking sector assets. Overalgsalisrsuggest that there are
substantial differences in the role played by banks’ interesigim determinants across
ownership groups. Therefore, disregarding the ownership structure asorl dhanalysis
might lead to erroneous conclusions about the impact of interest ndetgmminants in
Indonesia. The obtained results emphasize the importance of takm@gadobunt bank
ownership structure and call for a reassessment of previous @hpindings on interest
margin determinants, especially of those panel data studiesnitlatle countries with
significant variations in the banking ownership structure. Moreovenethdts also provide
new evidence about the impact of ownership changes on perforreapeeially with regards

to the banking industry.
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CHAPTER 6

Conclusions and Further Studies

6.1 Conclusions

Our studies ere developed in order to understand the emergence gfpesvoft ownership
structure and provide, with respect to the status quo of the refeliggregure, further
information on the relationship between such ownership types and performaradgrrin
the effort to capture what happens within firms that experienceip changes. For doing
that, we are using data from the Indonesian banking sector in 2000-2008videpan
empirical analysis that we have articulated in two different studies.

In the first study we have analysed the effects of the pcesaf multiple blockholders
on bank performance by focusing on the distribution of ownership, in partycola the
distribution of shares across different ownership’s identities amarakhmlders. We find
that the number of blockholders have negative impacts both on bank profitaitity
efficiency. On the contrary, blockholders concentration has positivecim@th on bank

profitability and efficiency. Moreover, we observe that the ownershigpersion across

111



different types of blockholders has negative effects on both banktapility and
efficiency. Our results are robust to different specificatimmd additional tests, in particular
to those conducted to take into account the endogenous nature of ownership structure.

We extended studies on multiple blockholders by looking at the heteibgeof
blockholders. We argue that the way shares are distributed &ngs®wners with different
identities plays a significant role in determining the impacj@fernance arrangements on
performance. We claim that looking only at the concentration or gispeof shares, without
considering also the identity of shareholders provides, only a Ippetiapective to study
principal-agent or principal-principal problems. Second, we suggest ¢nan the increase
of complexity and dynamism in ownership structures around the worldngpakticular in
emerging countries - traditional agency theory may be natmuit to fully understand how
internal governance systems affect firms’ strategies asdltse The recourse to multiple
agency and principal-principal perspectives (Arthurs and Johnson, 2008; @oenall.,
2010; Hoskisson et al., 2002; Young et al., 2008) can provide a deeper inggplkaio what
happens in multiple blockholders firms. Third, this study shows the inmeertaf considering
ownership composition among blockholders in banking studies. While the topicpoirate
governance structures has been widely investigated in bankingssiigkrger et al., 2005;
Bonin et al., 2005; Caprio et al., 2007; Shehzad et al., 2010), most of tke lveme focused
only on dominant or major shareholders, without taking into account ownehiposition
and the joint presence of blockholders with multiple identities.

Our second study aimed to evaluate how bank performance has bewddifetypes
of ownership and by changes in types of ownership. Furthermore, walsav@nalysed how
different types of ownership bring about different business orientatWesargue that this
kind of information is important in explaining the relationship betweemership and
performance. By extending the model of Berger et al. (2005) th@todled for static,

selection, and dynamic effects of ownership types on performanceyork shades light on

112



types of ownership that have been ignored in previous studies but whidorareon in
emerging countries, such as regional banks or branch banks. Afteolloogtfor bank
characteristics and time, we observed that ownership types r(evicentities) do have an
impact on performance. In addition to that, ownership changes have sngmaperformance

both in the short and in the long-run. Furthermore, we provided evidence on how the
determinants of the banks’ interest margins, reflecting bablisiness orientation, vary
across different ownership types. Moreover, we also found that chemgesership lead to
changes in bank business orientation.

Our second study contributes to the existing literature in theges.wFirst, it shades
some more light on what happens to banks that undertake ownership or gogezhanges.
Many of previous studies tend to view governance changes onlyasstetrfrom one type of
ownership to another and they attribute differences in performamnae, gnd post-ownership
change, only to the management ability associated with each ofymsvnership ( e.g.
Williams & Nguyen, 2005). Our analysis provides strong supmorthfe notion that changes
in ownership might shift a bank’s business orientation and this, in twa,draimpact on a
bank’s performance. On this basis, information about the ways in whni{s lcanduct their
business after governance or ownership changes is crucial ta geitter understanding of
the impacts of ownership changes on performance. Second, it extendadyers NIM
determinants (Demirguc-Kunt & Huizinga, 2000; Carbo-Valverde & Roéz-Fernandez,
2007; Williams, 2007) by analysing how NIM determinants differ ddpe on the bank’s
ownership-type and on the existence of governance changes. Thptdbateeterminants of
banks’ interest margins might differ by banks’ ownership-typenloa®een properly explored
in the literature so far. We suggest that the sources of inteoesne and expenditures differ
by banks’ ownership. Thus, different banks’ owners have differentntives, and
consequently different strategies, when setting margins. Third,twdy provides a broader

picture about the impacts of different types of banks ownership on parfoemOnly a few

113



studies (Berger et. al., 2005, Bonin et al, 2005, Williams and Ngug€) 2locument the
more nuanced, holistic view of state, foreign, and domestic ownershimks.bdowever,
those studies did not capture some types of ownership which are comn&nerging

countries, such as regional banks and branch banks.

6.2 Limitations and future research avenues

We acknowledge that the present studies have some limitationfirsSElgroup of limitations
is related with both of the empirical analysis in this diss®n. First of all, we recognize that
focusing on a single industry (banking industry) can reduce the geagoa potential of our
findings. One of the conditions that might influence our findings idabethat the banking
industry is a strongly regulated and highly monitored industry. Theselitions could
influence the relationship between ownership and performance. For exdmgblly regulated
conditions have left little possibility of expropriation by contradlishareholders (Maury and
Pajuste, 2005). This, in turn, might determine that the benefits indhycadditional control
of blockholders in banking sector are lower than the conflicts raisedadalitional
blockholders.

The second limitation is related our single country analysisil&@lypnwith previous
limitation, analysing a single country can make our results retsferable to other
institutional environments. However, using a single-country approach dnabte study the
whole population of banks active over a long period of time, thus providing a woqtext
to test our hypotheses. Among the specificities of the Indonesiarnxtariteh might affect
our findings, we can mention the level of transparency and the legatioat for minority
shareholders in the country. For example, the level of transparaaay $ignificant effect on
the relationship between ownership structure and performancBdita, Lopez-de-Silanes,
Shleifer, & Vishny, 2002 Shleifer and Wolfenzon, 2002). Indonesia, as other emerging

countries, has a low legal protection of minority shareholders. Takesthe agency costs of
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disperse ownership larger than concentrated ownership. This mighbalthe reason why
concentrated ownership is more appropriate for Indonesia sincel ibavihble to reduce
agency costs. Our results are also in line with other previougrebgs in emerging countries
which found that concentrated ownership has a positive impact on drfiormpance or firm
value in emerging markets. In addition to that, as pointed out by pumestudies (Peng,
2004; Peng, Buck, & Filatotchev, 2003; Young, Ahlstrom, Bruton, & Chan, 2001), in
emerging economies internal governance arrangements based amarmtoimwners are
focused on ownership, because of the weak external legal infrastsithat often do not
adequately protect investors. Without trying to devaluate the preséagency conflicts, we
argue that conflicts among owners are more relevant in this ¢omexhighlighted by
principal-principal theories (Young et al., 2008), in emerging econothegendency of
conflicts between principal-principal are relatively high. Asomsequence of the conflicts
between majority and minority shareholders, ownership concentratidrstzaring control
within the firm becomes a crucial dimension to analyse (Lopdzedenda, Lépez-lturriaga,
& Santamaria-Mariscal, 2007).

Comparisons of the relation between control contestability andderformance in
countries with different degrees of investor protection seem arestitgy topic for further
research. Further evidence is thus needed to replicate our resather sectors and different
institutional contexts. We do believe, however, that the results ook shed a new light
on the importance of more carefully considering the heterogeneibjookholders in the
studies on ownership structure and firm performance. Our work also powdeevidence
about the impact of ownership changes on business orientation awdmaerfe. It is
paramount to take into consideration variations in business orientationshbethaut by
ownership rearrangements, since in turn, these will play a kk&y iro determining

performance.
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The second group of limitations is related with each of empistaly. Regarding
with the specific limitation of first study, it is still notear by which mechanism the presence
of multiple shareholders with different identities impact on grentince. Our result only
reveal that the increase in shares distribution among differeet @y blockholders have
negative impact and our assumption is this happen because the inereasélict between
blockholders. However, how this conflict translates into decreaserfiorp@nce is still not
known. For instance, does it impact related on the size and coioposit the board
directors? In order to increase our understanding of the precd®amems through which a
governance structure with multiple large shareholders affeot fserformance, more
theoretical research in this area is needed.

The second limitation of our first empirical study is that Werred the impact of only
on financial performance. It is interesting to expand the impksct @an others type of
performances such as bank’s value and bank’s risk. Moreover, we knovedatiat of
ownership identity have different king of goals beside profit warfcial performance. For
instance government bank have social and development goal or famiynlight have
motivation to help affiliated company. Using several performamdieator would be help to
understand more about how the interaction of between ownership idemitysgparticular
motives.

Concerning with the limitation of the second empirical study, wee wsing NIM
determinants as an indicators of bank’s business orientation. AlthNllg determinants
might reflect the factor that influenced banks in setting thegirice prices, but they might not
directly reflect bank’s business orientation. The next research dstomulmore focus on
variables that directly reflect the bank’s business indicattirspuggh the limitation of data
availability might be obstacles to construct those variableson88¢ our study provides
evidence that changes in ownership influence banks’ business orientaiiong a@rgue this

will have impacts on performance. However, we are not providindeege how far the
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changes in business orientation as a result of changes in ownethifave impact on

performance.

6.3 Policy implications
As a matter of policy implications of the results of our stydsscan draw several proposal
at managerial and industry/country level. Our first studynigended to create greater
awareness of principal-principal conflicts that usually happemiarging country and to
reiterate the point that corporate governance in emerging ecaaies not closely
resemble the stylized agency theory model centred on principatyagenflicts. The results
confirm the limitations of research that focuses predominantly delyiheld firms or on
firms with a single large shareholder. We found that the peegboce of banks with high
blockholder concentration differs from that of other banks). Moreoveryvileree presented
in first study expands our understanding of the link between ownershigtuse and
performance. Our results showing that the presence of other bloekhaldthe presence of
multiple blockholders not necessary give positive contribution to perfarenhy providing
the contestability to the leading shareholder’s and minimigiegekpropriation of minority
shareholders. In fact, multiple blockholders can bring negative consequence on pedormanc
The managerial implication that can be drawn for the resultaiofirst study is the
importance of corporate governance system that can exploit theoadtitnonitor from the
presence of multiple blockholders and in the same time also can isenthre potential
conflict that might happen. There several ways to achieve supbrate governance system
that provide suggested by previous study. First is what is callégeavan and Japanese
corporate governance systems (Shleifer and Vishny, 1997). Thésesyare often credited
with reducing agency problems while avoiding the most egregious PRctsoaksociated
with concentrated ownership. This is often achieved through a strawgrkeof owners,

creditors, employees, and government. Another potentially promisgrguavior examining
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how to address PP conflicts is the idea of controlling coalitiBesnedsen and Wolfenzon,
2000). With controlling coalitions, ownership and control are distributed as®rayal large

owners and no individual shareholder is large enough to control theltisxmakes it much

harder, for example, to divert funds from the corporation as such am aauld require

interaction (or collusion) among major coalitions. Advocates ofitcmad maintain that

controlling shareholders have incentive to set up such an arrangeméhis ecreates a
credible commitment (a form of bonding) that they will not undertakigateral action to

expropriate funds. However, we still need some researches to eratysvhether the
German-Japanese model and controlling coalition model are fit ahsticefor corporate

governance reforms in emerging economies.

Ouir first study result could also be useful for regulatorsoegiment. Although our
result refer that ownership concentration bring positive impadirfiancial performance, but
it is not necessary that concentrated ownership is the optinaalgement for the welfare of
the society. Concentrated ownership increases the likelihood of thepestion by
controlling owner that will result in the unfair treatment of mityoshareholders. Moreover,
controlling owner might not promote strategies that are in theittesests of organizational
performance and this could bring negative externalities to socCldig. is particularly
unfortunate given the impoverished populations among which many of theseofperate. In
the case of banking sector, the cost could be very high. As what happetonesia when
1997-1998 Asian crisis interrupted, the miss management of banks makeebtorkvery
vulnerable to economic shock and the government need to spend huge amount ofomoney
restructuring the banking sector.

Thus, it is important for regulators to minimise the opportunity xpir@priation by
controlling shareholders. Specific to Indonesian banking industry, bamkak&eeds to
prevent misbehaviour by controlling owners that could be harmful. ¥éongle impose more

strict regulation in connected lending activities. Related wita legal framework of
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ownership, the government needs to increase the regulation in shargirolgetion. The
stronger shareholder protection will increase the effectivenfeadditional control by other
blockholders (La porta, et al.,, 1999). Moreover, our data analysis showsaisatof the
banks are have concentrated ownership that can be seen as thefréswitownership
protection. From this we also suggest that bank’s regulation is nautisitution of legal
framework on shareholder protection. In summary, resolving PP cenflictemerging
economies requires creative solutions beyond the standard approachadudhdaiountries
will likely need to work out solutions to their own particular instdnal conditions (Young
et al., 2008). As such, resolving PP conflicts in emerging economigs icnprove the living
standards for potentially millions of people (Morck et al., 2005).

Our second study tries to bring some explanation about relatiorfstnypnership type
and performance. From managerial point of view, our result highlight dinatges in
ownership might also changes bank business orientation. Since diffggendftownership
have different objectives and preference, the management musadye toechanges their
strategies when there is a change in ownership. The isteviso make the transformation
going smoothly. Although we also find that it will take considernaetfor bank’s that
experience changes in ownership to become more profitable.

Regarding with the government ownership in banking, our results preade
support for ongoing bank ownership reform. We find the government owpessiegatively
related to bank performance especially with efficiency. Alttowe find that regional banks
on average are relatively more profitable than private domkeatik however we also find
that regional banks have lower operating efficiency. Off coiira®uld be not fair using
financial performance as a bench mark to evaluate the importagoy@hment ownership
on bank. Since government bank have different role. However our resultgmigtle

efficiency is the problem.
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We do not come to such a clear conclusion concerning foreign acquistoreign
banks were not appeared to cherry-pick their acquisitions. Whiksliaken over by foreign
institutions have improved their efficiency, however the impact seaty in the short run.
Since our result can not find the long term effect of foreign adegn on efficiency.
Moreover, we found that in the long run foreign acquisition seem asesethe NIM.
Although this could be positive news since it means that the pratiaibicreases, but this
also could mean that the price for lending is increase. The irtiphsdor policy that can be
drawn from the results of this study is that liberalizationgyofiot sufficient to increase the
efficiency of the banking Industry, especially in the long tetmis also important to
understand more understand about financial liberalization. Financiali#agion is intended
to make banking sector more open but it does not mean a banking wébtdree of
regulations. In fact a more open banking sector should accompanied by regbprop
regulations to ensure an efficient and healthy banking sector,lmdirig to the development
of the economy and welfare of the society.

Secondly due to the complexity of bank business nowadays, any politsigana
should rely upon different indicators and mainly upon those that refflecvhole reality of
the bank output mix and explicitly consider. Moreover, banking regglateed to very
careful in imposing some regulations that intended to changes beh&siour. Since we find
that different bank have different characteristics, for instémedevel of risk tolerance. Thus
the implication of some policies might be different through dceffiertype of banks. Finally,
the regulators need to be more focus on efficiency level of bankse Siny cost that
burdened by banks will be transferred to consumer in term of therlpgice of financial
service. For example, higher interest rate for loan. Thus, the fliglerecy level of banks

will maintain the intermediaries function of banks.
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